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Introduction 


There  are  few  issues  as  close  to  the  hearts  of  municipal  politicians, 
administrators,  and  local  citizens  as  expanding  the  economic  base  of 
their  municipality.  Economic  development,  it  is  argued,  provides  jobs, 
generates  income,  and  reduces  residential  property  taxes.  As  a  result 
of  such  reasoning,  considerable  emphasis  and,  in  many  instances, 
considerable  funds  have  been  directed  towards  municipal  policies 
designed  to  attract  new  business  and  increase  economic  development 
generally.  Unfortunately,  the  effectiveness  of  these  policies  and 
promotional  programs  in  Ontario  has  never  been  seriously  evaluated. 
Indeed,  because  municipalities  in  Ontario  are  forbidden  (by  statute) 
from  offering  fiscal  incentives  for  the  purpose  of  affecting  cost  or 
demand  factors,  and  because  there  is  no  useful  data  base,  a 
quantitative  analysis  of  the  role  of  local  governments  in  attracting 
new  development  cannot  be  undertaken.  Nevertheless,  some  insights 
into  existing  and  potential  policies  and  their  implications  can  be 
gained  from  a  discussion  that,  first,  offers  the  role  local  governments 
ought  to  play  in  both  a  distortion-free  world  and  a  world  with 
distortions,  if  an  allocatively  more  efficient  level  of  output  is  to  be 
achieved;  second,  summarizes  the  current  practice;  third,  evaluates 
the  current  practice;  fourth,  describes,  by  reference  to  the  available 
literature,  alternative  practices  that  have  been  employed  elsewhere; 
fifth,  evaluates  the  potential  of  these  alternatives  for  attracting  new 
development  in  Ontario;  and  sixth,  indicates  the  role  governments 
should  play  if  they  wish  to  achieve  an  allocatively  efficient  level  of 
output  and  expand  economic  development. 
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The  rationale  for  local  government 
intervention 


The  evaluation  of  local  government  involvement  in  economic 
development  activity  must  begin  with  an  evaluation  of  the  rationale 
for  such  intervention.  This  rationale  will  depend  upon  whether  one 
assumes  a  world  without  distortions  or  a  world  with  distortions.  In 
fact,  each  of  these  possibilities  will  be  explored  in  this  chapter. 

Underlying  the  discussion  of  the  role  for  local  governments  are  two 
important  assumptions.  The  first  is  that  in  the  absence  of  distortions 
competitive  equilibrium  will  generate  an  allocatively  efficient  level  of 
output.  From  this  assumption,  and  the  argument  presented  later  that 
more  senior  levels  of  government  are  more  efficient  at  redistribution 
and  stabilization,  it  follows  that  local  government  involvement  in 
economic  development  activity  can  be  justified  only  if  it  corrects  for 
distortions  that  would  otherwise  exist.  The  second  assumption  is  that 
firms  will  locate  where  they  can  maximize  profits. 

INTERVENTION  IN  A  DISTORTION-FREE  WORLD 

Local  government  involvement  in  economic  development  can  be 
justified  if  it  serves  to  improve  the  allocation  of  society’s  resources 
(economic  efficiency)  and  thereby  increases  the  level  of  income 
available  to  the  population  as  a  whole.1  This  emphasis  on  the 
allocative  role  for  local  governments  is  not  meant  to  imply  that 
objectives  such  as  seeking  a  fairer  distribution  of  income  or  achieving 
a  greater  degree  of  stability  in  the  level  of  national  income  are 
unimportant.  Indeed,  both  of  these  latter  two  objectives  are 
important;  however,  achieving  them  can  be  handled  more  efficiently 
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and  effectively  by  the  provincial  and  federal  governments,  which  have 
access  to  the  appropriate  tax  sources  and  expenditure  programs  for 

cy 

dealing  with  them. 

Economic  efficiency  is  maximized  when  it  is  impossible  to  make 
someone  better  off  without  making  someone  else  worse  off.  If,  through 
a  particular  activity,  it  were  possible  to  make  one  person  better  off 
without  reducing  the  well-being  of  a  second  person,  then  undertaking 
this  activity  would  create  a  free  gain  for  society. 

In  a  world  with  no  distortions  (externalities,  monopolies,  etc.), 
economic  efficiency  exists  when  goods  and  services  are  produced  up  to 
the  point  where  the  extra  cost  of  producing  the  last  unit  is  equal  to  the 
price  that  consumers  are  willing  to  pay  for  that  unit.  Since  the  extra 
cost  is  a  measurement  of  the  true  cost  of  society’s  scarce  resources  used 
up  in  the  production  of  a  particular  good  or  service,  and  since  the  price 
paid  for  the  output  is  a  monetary  measure  of  the  value  of  the  benefits 
of  the  last  unit  consumed,  it  follows  that  resources  are  allocated 
efficiently  when  marginal  cost  and  price  are  equal.  If  the  price  paid 
for  the  last  unit  exceeds  the  cost  of  producing  it,  then  society  stands  to 
gain  from  an  increase  in  production.  Similarly,  gains  to  society  will  be 
generated  from  a  reduction  in  the  value  of  output  when  the  cost  of 
producing  the  last  unit  is  higher  than  the  value  of  the  benefits 
incurred  from  its  consumption. 

In  a  distortion-free  economy,  economic  efficiency  is  best  achieved 
when  producers  operate  so  as  to  maximize  profits.  Adherence  to  this 
operating  principle  guarantees  that  resources  are  not  wasted  on  the 
production  of  goods  or  services  for  which  there  is  insufficient  demand. 
In  maximizing  profits,  producers  direct  resources  towards  the 
production  of  goods  and  services  for  which  demand  is  greatest  and 
production  costs  lowest.  Any  untapped  gains  are  captured  through 
the  entry  of  new  firms;  losses  are  eliminated  through  the  exit  of  some 
existing  firms.  Markets  will  move  resources  in  both  the  short  run  and 
the  long  run  to  the  point  where  they  bring  the  greatest  return.  In  this 
situation,  there  is  no  way  in  which  a  reallocation  of  society’s  resources 
could  make  one  person  better  off  without  harming  a  second  person. 
This,  then,  is  the  socially  optimum  value  of  output  -  in  other  words, 
the  value  of  output  that  is  the  maximum  that  society  can  produce. 

In  a  world  where  economic  inefficiency  is  nonexistent,  there  is 
essentially  no  allocative  role  for  government  at  any  level.  Hence, 
there  is  no  role  for  government  in  economic  development  activities. 
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INTERVENTION  IN  AWORLD  WITH  DISTORTIONS 

Whereas  a  distortion-free  world  requires  no  government  involvement, 
a  world  where  economic  inefficiency  (distortions)  exists  may  benefit 
from  local  government  intervention  in  economic  development 
activity.3  Such  involvement  can  be  justified  when  local  governments 
are  able  to  remove,  correct,  or  offset  existing  distortions  and  when 
they  can  carry  out  these  activities  more  efficiently  than  either  the 
provincial  or  the  federal  government. 

Distortions  may  arise  for  a  number  of  reasons,4  but  the  ones  over 
which  local  governments  are  most  often  thought  to  have  some  control 
are  those  that  are  categorized  as  third-party  effects.  Briefly,  third- 
party  effects  exist  when  some  benefits  and  costs  are  not  borne  in  their 
entirety  by  the  producers  and  consumers  of  a  specific  good  or  service. 
For  example,  if  the  production  of  a  good  or  service  generates  benefits 
for  a  third  party  (positive  externalities),  then  local  government 
intervention  may  be  required  in  order  to  secure  an  optimal  level  of 
output.  Left  to  its  own  devices,  the  private  sector  would  not  include 
the  value  of  the  external  benefits  in  the  pricing  decision.  Hence, 
economic  welfare  could  be  increased  through  the  adoption  of  policies 
that  would  lead  to  an  increase  in  the  level  of  output.  Internalization  of 
these  externalities  would  require  some  form  of  local  government 
subsidy  such  as  a  cash  grant,  reduced  property  taxes,  user  fees,  or 
subsidized  land.  In  reality,  local  governments  in  Ontario  are 
prevented  by  statute  (see  Chapter  3)  from  engaging  in  any  form  of 
municipal  bonusing  and  hence  from  any  activity  designed  to 
internalize  the  value  of  the  external  benefits.  Policies  designed  to 
capture  these  externalities  in  order  to  maximize  the  level  of  output  for 
society  must  be  undertaken  by  either  the  provincial  or  the  federal 
government. 

Third-party  effects  are  also  created  when  the  output  of  a  product  or 
service  displays  the  characteristics  of  a  public  good.  Pure  public  goods 
or  services  exist  when  the  quantity  produced  is  available  equally  to 
everyone  or  every  business  rather  than  only  to  those  who  directly 
consume  the  product.  Since  the  output  of  this  good  or  service  is 
available  to  everyone,  beneficiaries  are  unlikely  to  reveal  their  true 
preferences  through  the  price  they  are  willing  to  pay.  Instead,  each 
individual  or  firm  will  attempt  to  become  a  free  rider  and  to  rely  on 
others  to  express  the  demand  and  hence  pay  for  the  output.  As  long  as 
individuals  or  firms  behave  in  this  manner,  and  the  level  of  output  is 
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left  to  the  private  sector,  underproduction  will  occur.  To  correct  for 
this  shortage,  government  intervention  will  be  required.  More 
specifically,  expenditures  on  economic  development  policies  can  be 
supported  if  they  are  directed  towards  the  output  of  goods  or  services 
displaying  the  characteristics  of  a  public  good.  The  provision  of 
complete  and  full  information  on  the  attributes  of  particular 
communities  in  which  businesses  might  locate  is  an  example  of  a 
service  with  public-good  tendencies.  As  such,  it  ought  to  be  supplied 
through  the  public  sector;  however,  the  question  that  must  be  asked  is 
whether  the  local  level  of  government  is  the  appropriate  level  to 
undertake  this  role.  Although  the  answer  is  not  obvious,  the  evidence 
suggests  that  local  governments  are  not  likely  to  supply  this 
information  at  an  optimal  level.  Indeed,  not  only  is  there  likely  to  be 
an  oversupply  of  information,  but  this  information  is  unlikely  to  be 
entirely  neutral;  for  example,  there  is  no  reason  why  municipalities 
would  publish  negative  information,  for  doing  so  would  defeat  the 
original  purpose  of  providing  the  information. 

Local  governments  in  their  zeal  to  attract  new  development  are 
almost  certain  to  create  an  oversupply  and  non-neutral  set  of 
information.  Such  an  oversupply  leads  to  excess  expenditures  by  local 
governments  and  a  general  waste  of  resources.  This  oversupply  arises 
because  many  local  politicians  and  civic  officials  believe  that  a  large 
promotional  and  advertising  campaign  extolling  the  virtues  of  their 
particular  community  is  essential  if  the  economic  development  base  is 
to  be  expanded.  If  these  expenditures  are  followed  by  additional 
activity,  local  officials  may  claim  it  was  solely  because  of  their 
expenditures.  If  additional  economic  development  activity  is  not 
forthcoming,  these  same  officials  can  always  claim  that  they  tried.  In 
fact,  regardless  of  the  outcome,  bureaucrats  and  politicians  are  likely 
to  maximize  their  utility  functions  (attain  greater  power,  pay,  and 
prestige)  by  following  a  sales  maximization  rather  than  a  socially 
optimum  approach  in  budgeting  for  informational  expenditures.5 

This  tendency  on  the  part  of  officials,  when  coupled  with  the  fact 
that  local  citizens  are  generally  unaware  of  where  expenditures  on 
economic  development  activity  are  made  and  consequently  are 
unlikely  to  view  these  expenditures  as  being  borne  by  themselves, 
means  that  there  is  really  no  effective  mechanism  for  controlling  local 
expenditures  on  informational  activities.  Perhaps  controlling  or 
restricting  the  supply  of  information  can  best  be  achieved  if  a  more 
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senior  level  of  government  (provincial)  regulates  what  local 
governments  can  supply  or,  alternatively,  collects  this  information 
itself  through  standardized  procedures  and  disseminates  it  in  a 
uniform  and  consistent  manner  to  all  existing  or  potential  firms  or 
businesses.  This  process  could  eliminate  a  large  part  of  the  excessive 
expenditures  currently  made  by  municipalities  in  attempting  to 
complete  against  others  for  the  purpose  of  expanding  their  economic 
base. 

Although  statutory  legislation  in  Ontario  significantly  restricts  the 
activities  in  which  local  governments  may  engage  in  attempting  to 
expand  economic  development  by  the  private  sector,  this  legislation 
has  not  prevented  various  individuals  and  government  officials  from 
suggesting,  on  occasion,  that  local  governments  ought  to  become 
directly  involved  in  fiscal  inducement  schemes  (through  cash  grants, 
property  tax  breaks,  and  subsidies,  generally)  in  order  to  foster  this 
expansion.  In  reality,  such  financial  inducements  are  necessary  if 
local  governments  are  to  alter  the  profit  position  of  firms  and  hence 
affect  location  decisions.  However,  allowing  municipalities  to  offer 
such  financial  perks  may  be  undesirable  from  both  the  municipality’s 
perspective  and  the  province’s  perspective.  Perhaps  a  few  comments 
on  this  will  serve  to  illustrate  the  point. 

Maximization  of  the  level  of  economic  well-being  for  the 
municipality  itself  (irrespective  of  the  well-being  of  all  other 
municipalities)  may  generate  conclusions  and  policies  different  from 
those  generated  if  provincial  or  national  economic  well-being  is  being 
maximized.  For  example,  for  those  municipalities  concerned  only 
with  maximizing  their  own  level  of  output  and  hence  economic  well¬ 
being,  it  has  been  suggested  that  they  be  allowed  to  offer  incentives  to 
attract  new  development  and  create  additional  jobs.  The  incentives,  it 
is  argued,  will  lower  production  costs  and  thereby  increase  profits.  In 
fact,  if  one  takes  a  firm  where  the  price  paid  (through  wages,  interest, 
local  property  taxes  and  charges,  etc.)  for  the  resources  used  to 
produce  the  last  unit  of  output  simply  equals  the  marginal  social 
opportunity  cost  of  these  resources,  then  any  financial  offering  that 
lowers  the  price  below  its  marginal  social  opportunity  cost  will 
generate  a  reduction  in  economic  welfare.  If  this  venture  is  profitable 
only  when  such  an  incentive  is  provided,  then  one  may  argue  that  it 
should  not  be  undertaken,  because  the  resources  are  not  being 
employed  in  their  most  profitable  area.  If,  on  the  other  hand,  the 
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venture  is  profitable  without  the  incentive,  then  it  is  unnecessary  and 
should  not  be  provided. 

If,  however,  local  property  taxes  or  user  fees  exceed  the  marginal 
social  opportunity  cost  of  the  inputs  that  they  fund,  then  a  reduction 
in  these  taxes  or  charges  or  a  subsidy  to  offset  a  portion  of  these  costs 
will  lead  to  an  increase  in  economic  welfare.  In  this  instance  a  fiscal 
incentive  is  justified  on  allocative  efficiency  grounds,  whereas  in  the 
example  in  the  preceding  paragraph  no  such  incentive  can  be 
supported. 

A  further  municipal  action  is  sometimes  advocated:  municipalities 
should  divert  from  a  socially  optimum  position  (where  prices  for 
resources  utilized  in  the  production  of  the  last  unit  of  output  reflect  its 
marginal  social  opportunity  cost)  by  providing  a  fiscal  incentive  to 
local  businesses  in  order  to  counter  similar  inducements  offered  by 
other  municipalities.  This  is  poor  advice.  If  one  municipality  wishes 
to  subsidize  units,  thus  allowing  suppliers  to  provide  goods  and 
services  at  prices  that  are  lower  than  they  would  be  otherwise,  then 
the  residents  of  other  communities  who  purchase  these  outputs  should 
willingly  accept  them  at  their  lower  prices  rather  than  retaliate  by 
offering  similar  perks.  Attempts  at  retaliatory  protection  frequently 

ij  ' 

do  more  harm  to  their  perpetrators  than  to  their  intended  victims. 

In  a  world  with  one  or  two  distortions  of  the  type  outlined  above, 
corrective  policies  can  be  quickly  suggested,  although  the  appropriate 
magnitude  of  the  corrective  policy  may  be  difficult  to  calculate. 
However,  in  a  more  complicated  world  with  a  number  of  distortions 
existing  simultaneously  and,  in  fact,  a  number  of  distortions  over 
which  governments  either  have  no  control  or  choose  not  to  have  any 
control,  welfare  gains  may  be  achieved  by  using  fiscal  inducements  to 
create  a  divergence  between  the  price  paid  for  local  public  services  and 
their  direct  marginal  social  opportunity  cost.  This  argument  is  simply 
the  theory  of  second  best.8  Once  an  inefficient  or  distorting 
government  policy  (local,  provincial,  or  federal)  -  such  as  provincial 
controls  over  local  decision-making,  differentials  in  residential  and 
nonresidential  property  taxes,  the  provincial-municipal  grant 
structure,  or  local  employment  or  mobility  costs  -  is  in  existence  and 
taken  as  given,  then  a  second-best  solution  may  be  to  introduce 
another  'inefficient’  government  policy  to  compensate  for  the  existing 
inefficiencies.  What  may  be  introduced  are  fiscal  incentives  that 
effectively  lower  the  price  of  local  public  services  purchased  (that  is, 
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lower  it  below  the  direct  marginal  social  opportunity  cost  of  these 
services). 

When  a  complicated  set  of  distortions  occurs,  it  is  difficult  to  state 
precisely  what  type  of  corrective  policy  should  be  adopted.  Indeed, 
beyond  the  theoretical  world  of  second  best,  it  is  almost  impossible  to 
indicate  whether  local  government  fiscal  incentives  will  be  effective  in 
increasing  society’s  economic  well-being.  Perhaps  the  best  that  can  be 
concluded  is  that  there  may  sometimes  be  a  case  for  allowing  fiscal 
incentives  to  offset  other  distortions;  however,  this  conclusion  is 
largely  speculative. 

Given  the  difficulty  in  finding  a  clear  and  unequivocal  rationale  for 
allowing  local  government  to  offer  financial  incentives  in  order  to 
expand  the  economic  base  of  the  municipality  if  the  municipality  is 
attempting  to  maximize  its  own  economic  well-being,  it  may  be 
equally  difficult  to  justify  local  government  policies  if  provincial 
economic  well-being  is  to  be  maximized.  The  choice  of  the  province 
rather  than  the  nation  or  the  world  is  based  on  the  simple  fact  that 
municipalities  are  creatures  of  the  province,  and  the  very  minimum 
that  could  be  achieved  is  the  maximization  of  provincial  economic 
welfare.  However,  this  maximization  may  not  be  achieved  if 
municipalities  are  competing  with  each  other  by  offering  subsidies  of 
one  form  or  another.  These  subsidies  are  likely  to  reduce  the  price 
paid  for  services  used  to  a  level  that  is  less  than  the  opportunity  cost  of 
these  services.  In  fact,  if  local  incentives  are  required  to  create  new 
firms  or  to  retain  firms  that  would  shut  down  otherwise,  then 
resources  are  unlikely  to  be  employed  in  their  best  use.  If  the 
incentives  simply  entice  firms  to  move  from  one  community  to 
another,  the  effect  will  be  primarily  a  redistribution  of  income.  This 
redistribution  will  not  likely  generate  increased  output  and,  when 
combined  with  the  financial  cost  of  the  incentives  themselves,  is 
almost  certain  to  create  a  net  loss  for  society. 

SUMMARY 

In  a  world  without  distortions,  there  appears  to  be  no  justifiable  role 
for  local  government  in  economic  development  activity.  In  a  second- 
best  world,  on  the  other  hand,  the  inappropriateness  of  local 
government  involvement  is  not  so  obvious.  Clearly,  if  one  could 
disentangle  the  complex  web  of  distortions  and  measure  the  degree  of 
inefficiency  created  by  each,  then  one  could  apply  policies 
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appropriately  to  correct  or  offset  each  of  these  distortions.  If 
identifying  the  effects  is  extremely  complicated,  identifying  the 
proper  corrective  policies  must  be  equally  complicated.  Consequently, 
it  may  be  argued  that  there  is  limited  scope  for  government 
intervention  at  any  level,  but  especially  at  the  local  level.  For 
example,  in  an  environment  where  a  number  of  municipalities 
compete  for  a  number  of  firms,  the  level  of  economic  well-being  will  be 
maximized  if  the  municipalities  operate  under  a  co-operative  solution 
instead  of  competing  with  one  another.  From  the  province’s  or 
country’s  perspective  it  will  be  better  if  municipalities  compete  as  a 
co-operative  group  with  municipalities  in  other  provinces  or  countries. 
This  co-operative  action  requires  supervision  -  to  prevent  cheating  - 
and  an  equitable  division  of  the  net  gain.  To  meet  these  needs,  and 
thereby  assure  that  gains  are  achieved,  provincial  and/or  federal 
intervention  is  necessary. 

The  questionable  value  of  local  government  intervention  has  not 
prevented  local  governments  in  other  countries  as  well  as  in  Canada 
from  actively  engaging  in  economic  development  policies.  As  well,  it 
must  be  mentioned  that  the  degree  of  success  has  not  been  measured 
in  improved  economic  welfare  but,  rather,  in  birth  of  new  development 
or  retention  of  development  that  would  otherwise  have  left. 
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3 

Current  practice 


Current  policies  designed  to  promote  development  in  Ontario  are 
restricted  by  section  112  of  the  Ontario  Municipal  Act.  Specifically, 
this  regulation  states  that  'Notwithstanding  any  general  or  specific 
Act,  a  council  shall  not  grant  bonuses  in  aid  of  any  manufacturing 
business  or  other  industrial  or  commercial  enterprise’  (Ontario 
Municipal  Act,  RSO  1980,  c.  302,  s.  112).  This  policy  of  preventing 
municipal  bonusing  arose  out  of  alleged  abuses  that  occurred  in 
Ontario  when  municipal  bonusing  was  allowed.  For  example,  in  the 
middle  to  late  1800s  municipal  bonusing  was  used  extensively  to 
attract  new  industry  (Naylor  1975,  138-41).  This  bonusing,  which  took 
the  form  of  municipal  debentures  to  private  firms,  'cash,  tax  or  utility 
concessions,  cheap  or  free  land  or  some  other  inducement  to  locate 
within  municipal  boundaries’ (Bliss  1982,  11),  was  usually  linked  to 
the  condition  that  recipients  must  create  jobs  or  be  spending  money  on 
fixed  capital  formation. 

At  the  same  time,  the  less-than-equitable  treatment  of  potential 
recipients  of  this  municipal  largesse  and  the  general  waste  of 
resources  generated  by  municipal  bonusing  schemes  led  to  mounting 
pressure  to  abandon  these  financial  perks  (Naylor  1975,  152-6).  For 
example,  large  firms,  by  threatening  to  leave  a  municipality,  were 
more  effective  than  small  firms  in  extracting  special  tax  concessions 
or  lower  charges  for  municipal  services.  New  firms  were  able  to 
obtain  a  municipal  bonus  of  some  sort,  while  established  firms  were 
generally  unable  to  secure  the  same  benefits.  The  competition  to 
attract  new  firms  or  maintain  existing  plants  led  to  financial  claims 
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on  the  budgets  of  local  governments  that  were  often  unwarranted  and 
frequently  wasted.  This  emphasis  on  municipal  bonusing  created  jobs 
in  some  communities  but  almost  always  at  the  expense  of  similar  jobs 
in  other  communities  and  with  a  high  cost  in  both  waste  and  failure 
(Bliss  1982,  21). 

The  growing  number  of  abuses  and  increasing  pressure  to 
terminate  them  eventually  forced  the  Ontario  government  in  1888  to 
pass  an  amendment  to  the  Municipal  Act  that  restricted  the  bonuses 
municipalities  could  offer  (Naylor  1975,  154-5).  This  amendment 
proved  to  be  ineffective,  however,  for  there  were  a  number  of  ways  in 
which  it  could  be  avoided.  Continued  abuse  led  to  subsequent 
amendments  until  the  Municipal  Act  eventually  assumed  its  present 
form.  This  attempt  to  escape  the  'prisoners’  dilemma’  inherent  in 
intermunicipal  competition  for  economic  development  may  not  be  the 
only  explanation  for  the  current  legislation.  It  is  just  as  likely  that 
the  province  wanted  to  eliminate  the  cities  from  the  regional 
development  policy  area  because  the  cities’  objectives  conflicted  with 
those  of  the  province.  Thus,  the  ban  on  municipal  development 
bonuses  may  have  simply  led  to  a  different  pattern  of  politically 
motivated  attempts  to  influence  private  location  decisions,  a  pattern 
designed  to  serve  provincial  interests  rather  than  to  produce  a  net 
saving  of  resources.  Furthermore,  some  support  for  this  view  might  be 
garnered  from  the  continued  activity  by  municipalities  to  try  to  divert 
activity  towards  themselves  even  though  this  activity  might  not 
produce  any  substantial  effect.  The  municipalities  may  have  felt,  and 
may  continue  to  feel,  that  the  province  was  trying  to  alter  the  location 
decision  of  private  firms  in  a  manner  not  consistent  with  the 
municipalities’  interests. 

Regardless  of  the  rationale,  municipalities  are  no  longer  able  to 
engage  in  intermunicipal  competition  through  the  use  of  direct 
financial  perks.  However,  this  restriction  has  not  prevented 
industrial  commissioners,  chambers  of  commerce,  local  politicians, 
and  civic  administrators  from  attempting  to  attract  or  retain 
production,  manufacturing,  and  service  establishments  by 
emphasizing  one  or  more  features  of  their  municipality  that  give  it  an 
advantage  over  competing  municipalities.  Features  that  have  been 
emphasized  include: 

1  Lower  property  taxes  or  user  charges. 
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2  A  highly  skilled  and  readily  available  labour  force. 

3  Lower  wage  levels. 

4  Limited  or  no  unionization  of  the  existing  labour  force. 

5  Availability  of  industrial  land  or  commercial  buildings. 

6  A  better  municipal  infrastructure  and  facilities. 

7  Speed  and  ease  of  rezoning  and  willingness  to  cut  through  the 
bureaucratic  red  tape  wherever  necessary. 

8  A  co-operative  and  fairly  predictable  local  council. 

9  More  amenities  and  hence  a  better  quality  of  life. 

Promotion  of  these  features  is  generally  conducted  by  means  of 
glossy  brochures,  information  packages,  and  advertising  in  trade 
journals,  newspapers,  magazines,  and  visual  displays  at  regional, 
national,  and  international  trade  shows.9  Gimmicks  such  as  free 
lunches  and  entertainment,  or  novelties  displaying  the  community’s 
name  and  logo,  are  frequently  used  in  the  promotional  campaign.  The 
ultimate  payoff  from  this  activity  comes  when  a  new  firm  or  retail 
establishment  is  attracted  to  the  community  or  when  any  existing 
establishment  (which  was  leaving)  is  retained.  Such  a  birth  or 
retention  will  occur  if,  as  a  result  of  the  promotional  activity,  the 
owners  perceive  that  setting  up  or  staying  in  the  community  will 
enhance,  if  not  maximize,  their  profits. 

More  recently,  some  local  officials,  particularly  those  associated 
with  larger  municipalities,  have  been  discussing  ways  in  which 
various  joint-venture  programs  with  the  private  sector  might  be 
established.  To  undertake  such  ventures  would  require  special, 
enabling  legislation  from  the  province,  legislation  that  may  or  may 
not  be  forthcoming.  Proposals  offered  include,  for  example,  the 
establishment  of  a  job  development  corporation  in  the  City  of 
Toronto.10  This  corporation  would  work  with  the  private  sector  in 
developing  and  redeveloping  lands  and  buildings  for  industrial 
projects  and  identifying  and  pursuing  contemporary  industries  that 
would  compete  in  a  changing  marketplace  domestically  and  abroad. 
To  protect  the  taxpayer’s  investment,  this  joint  venture  would  be 
secured  by  equivalent  property  values.  Parties  undertaking  any 
project  within  this  joint-venture  arrangement  would  have  to 
demonstrate  that  there  would  be  no  loss  to  the  taxpayers. 

A  further  proposal,  which  has  been  suggested  in  Hamilton,  is  that 
of  creating  a  community  investment  corporation  under  the  Small 
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Business  Development  Corporation  (SBDC).11  Briefly,  this  proposal 
would  allow  investors  in  the  SBDC  to  receive  a  financial  incentive  from 
the  government  of  Ontario  in  the  form  of  a  grant  as  tax  credit  equal  to 
30  per  cent  of  the  amount  that  investors  paid  for  new  issues  of  equity 
shares  in  each  SBDC.  The  maximum  total  equity  of  each  SBDC  would  be 
$5  million;  however,  a  number  of  SBDC  funds  could  be  created.  Since 
this  use  of  provincial  funds  would  provide  an  immediate  return  on 
investment  of  30  per  cent,  it  would  provide  an  incentive  for 
undertaking  development  projects  that  would  otherwise  be 
unprofitable. 

Other  special  projects  in  which  municipalities  are  currently 
engaged  include  purchase  and  development  of  industrial  land; 
improvement  and  expansion  of  the  local  infrastructure;  revitalization 
of  the  downtown  core,  installation  of  decorative  street  signs,  and 
improvement  of  the  local  landscape;  and  hiring  of  consultants  to 
formulate  and  develop  short-run  and  long-run  development 
strategies.12 

While  the  initiation  of  special  projects  is  being  considered  by  many 
local  communities,  the  bulk  of  activity  revolves  around  the  provision 
of  information  on  the  physical  attributes  and  positive  features  (mainly 
amenities)  of  each  community  (Coffey  and  Polese  1982,  11).  Table  1 
records  the  amount  of  money  spent  at  the  local  level  for  economic 
development  activities  in  selected  Ontario  municipalities  in  1982.  As 
a  proportion  of  total  municipal  budgets,  these  expenditures  ranged 
from  0.09  to  2.43  per  cent  or,  in  per  capita  terms,  from  $0.44  to  $9.39. 

Table  2  separates  into  their  various  components  the  1983  economic 
development  expenditures  of  fifty-seven  Ontario  communities,  ranked 
by  size.  See  Appendix  A  for  a  listing  of  the  municipalities  included  in 
this  survey.  Taken  together,  the  municipalities  spent  over  61  per  cent 
of  their  economic  development  budget  on  administration  expenses 
(last  column  of  Table  2),  with  almost  all  of  this  (50.5  percentage 
points)  allocated  to  salaries  and  benefits.  Promotional  expenses 
accounted  for  the  remaining  39  per  cent.  Of  this,  more  than  23 
percentage  points  was  allocated  to  advertising  and  brochures,  with 
travel  and  seminars  considerably  less  important.  When  the 
communities  were  separated  by  size,  some  variation  was  noted, 
although  it  is  difficult  to  find  any  distinct  pattern  except  that 
municipalities  of  less  than  10,000  population  tended  to  devote  a  larger 


13 


TABLE  1 

Budgeted  amounts  for  economic  development,  1982:  selected  Ontario  municipalities  by 
population 


1980  population 

1982  budget 
allocation 

%  of budget 

Per  capita 

Ottawa 

301,567 

$  133,600 

0.09 

$  0.44 

Brampton 

140,649 

94,600 

0.41 

0.67 

St  Catharines 

123,617 

365,521 

0.97  a 

2.95 

292,650 

0.78  b 

Thunder  Bay 

111,949 

70,400 

0.09 

0.62 

Sault  Ste  Marie 

81,355 

230,207 

0.44  a 

2.82 

159,017 

0.30  b 

Cambridge 

75,716 

183,075 

0.67 

2.41 

Gloucester 

71,276 

615,835 

2.43  a 

8.64 

157,835 

0.62  b 

Niagara  Falls 

70,775 

661,300 

2.31  a 

9.34 

635,500 

2.22  b 

Peterborough 

61,470 

577,609 

1.69  a 

9.39 

341,209 

1.00  b 

Waterloo 

54,157 

135,100 

0.93 

2.49 

Regions 

Ottawa/Carleton 

548,995 

2,398,000 

0.88 

4.37 

Hamilton/Wentworth  410,045 

804,040 

1.84 

1.96 

Niagara 

367,665 

165,000 

0.14 

0.45 

Durham 

276,775 

247,467 

0.32 

0.89 

Sudbury 

159,701 

324,283 

0.60 

2.03 

Haldimand/Norfolk 

87,544 

67,930 

0.25 

0.78 

a  Includes  charges  for  debt  servicing,  land  purchases,  etc.,  related  to  industrial  parks. 
b  Excludes  charges  listed  in  note  a. 

SOURCE:  Compiled  from  municipal  budgets  for  various  municipalities  and  reported  in 
Bureau  of  Municipal  Research  (1982)  Industrial  Development:  The  Municipal  Role 
(Toronto:  BMR)  p.19. 
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TABLE  2 

Average  expenditures  by  municipalities  on  economic  development  activities,  1983:  selected  Ontario  communities  by  population  size 
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percentage  of  their  budgets  to  salary  expenses  than  did  larger 
municipalities. 

In  per  capita  terms,  annual  average  expenditures  ranged  from 
$1.30  in  the  largest  communities  to  $5.08  in  the  smallest  centres,  with 
the  overall  average  settling  at  $3.01  (Table  2).  The  total  expenditures 
on  economic  development  activity  in  these  fifty-seven  localities 
amounted  to  $9.7  million  in  1983. 

Given  the  relative  importance  of  the  salary  component  in  total 
budgetary  allocations,  Table  3  records  the  range  of  salaries  for  the  top 
four  positions  in  the  economic  development  organization,  ranked  by 
community  size.  (The  ranking  of  positions  was  left  up  to  each 
community  responding.)  Unfortunately,  not  all  respondents  provided 
salary  information  for  each  position.  As  well,  sufficient  information 
was  not  available  for  correlating  specific  salaries  with  specific 
communities;  hence,  any  comparison  with  comparable  positions  in  the 
corresponding  local  government  or  the  local  private  sector  was  not 
possible.  In  spite  of  these  deficiencies,  the  data  do  reveal  some 
patterns.  The  average  salary  for  the  top  position  in  all  communities 
reporting  was  slightly  more  than  $40,000  in  1983.  Higher  salaries 
were  observed  in  the  larger  communities  -  from  $43,000  to  $75,000  in 
municipalities  of  200,000  people,  for  example  -  and  lower  salaries  in 
the  smaller  centres.  Similar  patterns  were  noted  for  the  other 
positions  listed. 

Since  the  total  salary  budget  consists  of  more  than  high  and  low 
salaries,  Table  4  lists  the  ranges  in  number  of  clerical  and  nonclerical 
staff  employed  in  these  economic  development  organizations. 
Obviously,  the  larger  municipalities,  which  pay  higher  salaries,  tend 
to  employ  larger  staffs.  As  well,  the  size  of  the  nonclerical  staff  almost 
always  exceeds  the  size  of  the  clerical  staff. 

Although  specific  figures  on  budgetary  allocations  and 
expenditures  on  the  separate  components  (including  salaries  and  staff 
size)  are  not  available  over  time,  there  is  some  limited  evidence  that 
expenditures  on  economic  development  activities  have  been  growing 
in  the  past  few  years  -  for  example,  from  $2.94  per  capita  in  1982 
(calculated  from  Table  1)  to  $3.01  per  capita  in  1983  (Table  2).  These 
expenditures  display  some  consistency  and  some  variation  in  the 
mandate  to  be  pursued  by  the  development  agencies.  For  example, 
Table  5  reports  the  number  of  development  organizations  given 
particular  mandates.  All  of  the  fifty-seven  organizations  have  been 
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TABLE  3 

Salary  range  for  top  four  positions  in  economic  development  organizations,  1983:  selected  Ontario  communities  by  population  size 
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TABLE  3  (continued) 


03 

o 

sm 

+3 

cd 

CM 

Tf 

o 

c 

o 

73 

Sm 

03 

-t-J 

+-> 

-C 

i-M 

•  — H 

73 

o 

M-> 

o 

73 

Dm 

03 

c 

o 

•  P“* 

4-1 

c 

o 

_c 

+-> 

c 

•  •— t 

73 

O 

•  fH 

-t-> 

cd 

od 

_c 

a, 

N 

4— > 

•  ^ 

73 

— 

G 

73 

Sm 

03 

> 

03 

£ 

cd 

bo 

Sm 

o 

03 

"3 

•  F— 4 

cd 

o 

03 

O- 

X 

-C 

-t-> 

03 

c 

_c 

o 

-d 

03 

03 

03 

g 

c 

> 

o 

+3 

73 

03 

3 

O 

03 

+-> 

03 

X 

# 

03 

c 

CO 

s- 

o 

c 

o 

03 

03 

O- 

o 

-t-> 

'  ■  4 

-t-> 

73 

X 

•  —H 

C J 

03 

o 

73 

+-> 

_c 

Dm 

O 

D- 

o 

c 

-i-> 

o 

"U 

c 

03 

a> 

-t-) 

cd 

73 

03 

-C 

s-. 

cd 

73 

Sm 

03 

03 

-|J 

-m3 

CO 

Cm 

03 

—M 

G 

03 

,o 

o 

3-< 

+3 

0— 1 

•  — H 

c 

73 

-*-> 

•  p^ 

^M 

cd 

03 

73 

c 

X 

O 

o 

73 

•  fH 

03 

d. 

CO 

i  < 

03 

CO 

cd 

73 

cd 

73 

-C 

O 

bo 

*-> 

Dm 

-C 

o 

c 

• 

m-3 

Sm 

03*" 

3 

03 

03 

s-i 

cd 

<X> 

O 

a 

3 

c 

cd 

CO 

a> 

S-i 

03 

cd 

-»-> 

cd 

Sm 

> 

Sm 

73 

03 

cd 

o 

a 

o 

+-> 

•  ^ 

G 

£ 

00 

•  i—4 

O 

i'  1 

•  H 

c 

cd 

O 

o 

D. 

cd 

-t~> 

•  — H 

•  ^ 
G 

£ 

Sm 

o 

bo 

G 

•  — H 

-t-> 

•  M 

73 

O 

3 

«£; 

T3 

Dm 

G 

Sm 

•  - 

s 

•  — H 

o 

C<— , 

o 

03 

u 

03 

-l-> 

3 

s- 

03 

X! 

_G 

+3 

£ 

cd 

T3 

03 

Dm 

03 

T3 

£ 

3 

£ 

o 

Dm 

bo 

C 

cd 

Sm 

03 

<£ 

CO 

Sm 

•  F-— 

a 

«o 

cd 

X 

c 

03 

£ 

o. 

o 

"o3 

3 

03 

•  fH 

Q 

03 

c 

3 

a 

O 

■  3*0 

03 

-t-> 

*  Mi 

e 

a 

c 

03 

r* 

£ 

Dm 

"3 

O 

C 

O 

> 

03 

a 

a 

e 

o 

3 

•  — H 

•  *-») 
bo 

S-I 

03 

CO 

3 

T3 

o 

G 

•  Pm) 

H-H 

a 

O 

•  F^ 

'i-i 

S-I 

cd 

o 

-4-> 

G 

CO 

0 

00 

Sm’ 

Od 

O 

▼“H 

73 

rO 

G 

c 

O 

-1-3 

% 

o 

o 

£ 

03 

3 

Sm 

-3 

cd 

3 

CO 

>0 

G 
•  — ^ 

F-m 

a 

cd 

-t-3 

a 

co 

~0 

£ 

a 

MM 

o 

03 

Sm 

be 

O—i 

•tr 

3 

03 

i 

CQ 

4—* 

3 

00 

00 

"3 

03 

03 

cd 

O 

•s 

73 

C 

O 

, 

*  Mi 

W 

O 

O 

N 

•  —a 

Ctf 

3 

D 

a 

bo 

O 

Sm 

m  O 

TABLE  4 

Number  of  staff  in  economic  development  organizations,  1983:  selected  Ontario 
municipalities  by  population  size 


Nonclerical  Clerical  Total 


Range 

Average 

Range  Average 

Range 

Average 

Over  200,000 

1-9 

4.0 

1-4 

2.4 

3-13 

6.4 

100,001-200,000 

1-4 

1.8 

1-2 

1.4 

2-6 

3.2 

50,001-100,000 

1-5 

2.1 

0.5-2 

1.3 

1.5-7 

3.4 

25,001-50,000 

1-2 

1.2 

0.5-2 

0.9 

1.5-4 

2.1 

10,001-25,000 

0-2 

1.2 

0-2 

1.0 

0.5-3 

2.2 

Under  10,000  0.5-1 

0.9 

0-1.5 

0.8 

1.5 -2.5 

1.7 

SOURCE;  Calculated 

from 

R.J.  Wooton 

<1983)  Ontario  Regional  and  Municipal 

Development  Organizations, 

1983  Budget 

and  Salary 

Survey 

(Windsor 

:  Ontario 

Industrial  Development  Council). 

charged  with  the  responsibility  for  pursuing  industrial  development, 
while  88  per  cent  (fifty)  are  involved  with  commercial  development. 
Public  relations  (information)  activities  are  the  responsibility  of  79 
per  cent  (forty-five),  while  53  per  cent  (thirty)  are  involved  in 
promoting  tourism.  Management  of  industrial  parks  is  the 
responsibility  of  53  per  cent  of  the  respondents.  Very  few  agencies  are 
involved  in  management  of  commercial  parks,  convention  promotions, 
and  export  development. 

The  mandate  for  development  agencies  in  the  under-10,000  group  is 
relatively  limited  except  for  industrial  development.  For  the 
remaining  population  groups,  the  promotion  of  tourism  displays  some 
noticeable  variation:  only  22  per  cent  of  the  agencies  in  communities 
of  more  than  200,000  people  promote  tourism,  while  roughly  75  per 
cent  of  similar  agencies  in  municipalities  between  10,000  and  50,000 
people  have  this  responsibility. 

In  carrying  out  their  respective  mandates,  the  agencies  display 
different  organizational  structures.  As  indicated  in  Table  6,  almost  50 
per  cent  (twenty-eight)  indicated  that  they  are  departments  of  local  or 
regional  governments.  Twenty-three  per  cent  (thirteen)  are  set  up  as 
independent  commissions,  while  12  per  cent  (seven)  and  10  per  cent 
(six)  are  set  up  under  corporation  and  committee-of-council  structures, 
respectively.  Five  per  cent  (three)  are  operated  through  the  chamber 
of  commerce. 
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TABLE  5 

Mandate  of  activities  for  economic  development  organizations,  1983:  selected  Ontario  municipalities  by  population  size 
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TABLE  5  (continued) 
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Once  the  form  of  organization  is  established,  this  organization  must 
report  to  someone.  Table  7  indicates  the  number  and  percentage  of 
development  agencies  reporting  to  a  particular  official  or  group.  The 
largest  number  (42  per  cent,  or  twenty-four)  report  initially  to  the 
chief  administrative  officer  of  the  municipality.  Nineteen  per  cent 
(eleven)  report  initially  to  a  board  of  directors.  As  well,  a  further  19 
per  cent  report  to  a  committee  or  commission.  Planning 
commissioners,  council,  and  mayor  are  first  in  line  in  the  remaining 
eleven  communities.  Regardless  of  the  person  or  group  to  whom  the 
initial  reporting  takes  place,  local  councils,  committees,  or 
commissions  have  considerable  input  into  any  policy  matter. 

From  this  brief  review  of  local  government  economic  development 
activities,  it  appears  that  the  bulk  of  the  action  revolves  around 
providing  information  -  an  activity,  it  is  argued,  that  is  essential  if 
local  governments  are  to  succeed  in  attracting  new  development  or 
retaining  existing  development. 
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TABLE  6 

Organizational  type  for  economic  development  activity,  1 983:  selected  Ontario  municipalities  by  population  si 
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TABLE  7 

Person  or  group  to  whom  the  economic  development  agency  reports,  1983:  selected  Ontario  municipalities  by  poulation  si 
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Evaluation  of  current  practice 


THE  EFFECTIVENESS  OF  LOCAL  DEVELOPMENT  ACTIVITY 

From  a  list  of  features  in  which  municipalities  may  claim  to  have  a 
relative  advantage,  it  is  readily  observed  that  most  of  them  are 
beyond  the  control  of  local  governments.  For  example,  a  recent  study 
in  the  United  States  recorded  the  views  of  top  executives  in  fifty-five 
companies  located  in  thirty-three  cities  (Lund  1979).  The  survey 
asked  the  respondents  to  record  the  key  factors  determining  the 
locational  decisions  of  plants  and  branches.  The  responses  produced 
an  array  of  169  reasons  governing  choice  of  site  (Lund  1979,  3).  These 
are  grouped  into  the  categories  presented  in  Table  8.  From  this  list  it 
is  apparent  that  locational  decisions  are  dependent  on  many  factors, 
almost  none  of  which  are  controlled  by  local  governments.  Indeed,  if 
one  assumes  that  similar  factors  control  plant  location  in  Canada, 
then  there  is  very  little  in  this  list  over  which  local  governments  have 
direct  or  effective  control.  Most  of  these  factors  are  determined  by 
market  conditions  and  cost  variables.  Locational  decisions  are 
dependent  on  the  opportunity  for  earning  profits.  Profits,  in  turn,  are 
directly  related  to  operating  and  fixed  costs  and  to  market  demand. 
Municipal  policies,  if  they  are  to  attract  new  firms  or  retain  ones  that 
might  otherwise  leave,  must  introduce  some  factor(s)  that  will 
enhance  the  profitability  of  locating  in  this  community. 

Do  the  municipal  activities  described  in  the  preceding  chapter  have 
the  desired  effects?  In  reality,  there  is  no  concrete  evidence  that  local 
governments,  as  a  result  of  their  economic  development  activity,  have 
created  new  births,  relocations,  or  retentions.  Of  course,  there  are 
numerous  anecdotes  provided  by  local  politicians,  civic  administrat- 
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TABLE  8 

Key  factors  determining  future  plant  locations 


Factor 

Frequency 

(%) 

Availability  of  trained  labour  force 

8.9 

Access  to  markets  and  suppliers 

8.9 

Energy  costs 

7.7 

Community  facilities  and  quality  of  life 

7.1 

Labour  conditions  -  wages  and  productivity 

7.1 

Local  taxes  and  other  costs 

6.5 

Transportation 

5.9 

Return  on  investment,  profitability 

5.9 

Customer  requirements 

5.9 

Business/government  relations 

5.3 

Management  and  operational  needs 

4.7 

Cost  of  land 

3.6 

Local  capacity  for  growth 

3.5 

SOURCE;  Leonard  Lund  (1979)  Factors  in  Corporate  Locational  Decisions 
(Washington,  DC:  Conference  Board)  p.9. 


tors,  and  the  popular  press  supporting  the  accomplishments  of  local 
governments  in  this  activity.  However,  careful  scrutiny  of  limited 
quantitative  evidence  suggests  that  locational  decisions  are  a  function 
of  market  and  cost  conditions  rather  than  a  direct  result  of  local 
government  involvement.  For  example,  an  article  appeared  in  an 
Ontario  daily  newspaper  (McCormick  1983)  extolling  the  success  with 
which  the  town  of  Whitby  has  attracted  new  industries.  This  article 
states  that  Whitby  does  not  have  a  formal  economic  development 
department  or  development  commission.  Information  promoting 
Whitby  as  a  potential  venue  for  firms  and  businesses  is  distributed 
through  the  mayor’s  office  in  the  form  of  expensive  magazine  and 
trade  publication  advertisements  and  a  monthly  bulletin  distributed 
world-wide  through  Canadian  embassies  and  billboards.  The  cost  of 
this  promotion  is  borne  by  five  major  development  companies  and  not 
imposed  directly  on  local  taxpayers.  The  advantages  that  Whitby 
offers  -  the  major  reasons  for  its  success  in  attracting  new 
development  -  consist  of  its  proximity  to  Toronto  (a  major  market), 
excellent  transportation  facilities  including  highway  401  and 
Canadian  National  and  Canadian  Pacific  railway  lines,  and  its  large 
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pleasure  craft  harbour  on  Lake  Ontario.  That  these  features  are 
beyond  the  control  of  the  local  government  is  obvious  and  suggests 
that  market  conditions  rather  than  local  government  policies 
determine  location  patterns.  Similar  conclusions  about  the  role  of 
local  government  in  economic  development  have  been  reached 

•  •IQ 

concerning  other  communities. 

NONRESIDENTIAL  PROPERTY  TAXATION  AS  A  SOURCE  OF  ALLOCATIVE 
INEFFICIENCY 

Why,  then,  do  local  politicians  and  municipal  administrators  continue 
to  emphasize  the  importance  of  a  high-profile  economic  development 
program  and  its  associated  activities?  One  reason  is  that  a  major 
objective  of  every  municipality  is  to  enlarge  its  industrial  and 
commercial  tax  base.14  Such  an  increase,  it  is  claimed,  generates 
property  tax  revenues  that  are  greater  than  the  cost  of  local 
government  services  provided  to  these  establishments.  These  'tax 
profits’  can  be  used  to  subsidize  the  cost  of  supplying  services  to 
residential  property  owners.  However,  whether  there  is  an  economic 
justification  for  imposing  taxes  on  nonresidential  property  in  excess  of 
the  cost  of  providing  services  to  these  properties  is  a  point  worth 
pursuing. 

Statutory  legislation  in  Ontario  requires  all  municipalities  to 
assess  residential  property  at  85  per  cent  of  the  assessment  value 
imposed  on  nonresidential  property  (commercial/industrial)  for 
general  purpose  and  schooling  expenditures  (Ontario  Conditional 
Grants  Act,  RSO  1980,  c.  359,  s.  7).  In  addition,  a  mandatory  municipal 
business  tax  on  the  occupant  (whether  owner  or  tenant)  is  imposed  on 
top  of  the  nonresidential  base  at  a  rate  ranging  from  25  per  cent  of 
property  assessment  on  parking  lots  to  140  per  cent  of  property 
assessment  on  distillers  (Assessment  Act,  RSO  1980,  c.  31,  s.  7).  This 
combination  of  higher  property  taxes  and  the  business  tax  has 
generated  higher  effective  tax  rates  on  the  nonresidential  than  on  the 
residential  sector.15 

This  discrimination  against  nonresidential  property  is  difficult  to 
support.  Clearly,  it  cannot  be  justified  in  any  analytical  sense.  Local 
governments  engage  in  expenditures  for  a  number  of  services,  some  of 
which  accrue  primarily  to  property  and  some  of  which  accrue 
primarily  to  people.  For  residential  property,  the  demand  for  the 
consumption  of  housing  services  will  cause  ownership  and/or  the 
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rental  values  of  residential  property  to  be  related  to  the  household’s 
ability  to  pay,  although  the  correlation  may  not  be  high.  For 
nonresidential  property  owners,  there  is  no  basis  for  assuming  any 
rough  approximation  between  the  owner’s  ability  to  pay  and  the 
market  value  of  property  (Bossons  1981,  34-5). 

Since  the  tax  rate  imposed  on  the  nonresidential  sector  is 
established  on  the  basis  of  supplying  both  people-  and  property- 
related  services,  and  since  the  benefits  accruing  to  the  nonresidential 
sector  are  primarily  those  accruing  to  property  alone,  it  follows  that 
nonresidential  property  bears  a  heavier  tax  burden  than  can  be 
justified.  In  fact,  the  limited  evidence  that  is  available  suggests  that 
businesses  receive  only  about  60  per  cent  of  the  benefits  received  by 
the  residential  sector  (Clayton  1968). 16  On  the  basis  of  this 
information,  it  can  be  argued  that  the  current  treatment  overtaxes 
nonresidential  property  and  undertaxes  residential  property.  This 
use  of  Tax  profits’  generated  by  the  nonresidential  sector  to  subsidize 
the  cost  of  local  public  services  supplied  to  the  residential  sector  leads 
to  a  lower  tax  price  and  to  consumption  by  the  residential  sector  of  an 
inefficiently  high  level  of  local  public  expenditures. 

For  example,  one  Canadian  study  attempted  to  determine  the 
extent  to  which  municipal  expenditures  on  the  people-related  services 
of  education,  health,  welfare,  and  recreation  were  affected  by  the 
nonresidential  property  tax  base  (Ballentine  and  Thirsk  1980).  The 
results  suggested  that  $1,000  of  assessed  commercial  property  would 
stimulate  additional  expenditures  of  $16.30  on  local  education, 
health,  welfare,  and  recreation.  In  addition,  the  study  indicated  that 
for  every  dollar  of  extra  revenue  generated  by  the  existence  of 
additional  commercial  property,  between  $0.35  and  $0.55  would  be 
wasted  in  the  sense  that  the  value  of  the  services  provided  to  residents 
would  be  less  than  the  total  cost  of  their  provision  (Thirsk  1982,  399). 
Obviously,  a  shift  in  the  relative  tax  burdens  on  the  residential  and 
nonresidential  sectors  would  lead  to  an  improvement  in  the  allocation 
of  capital  resources. 

While  the  preceding  comments  provide  little,  if  any,  justification  for 
the  imposition  of  equal  effective  property  tax  rates  on  residential  and 
nonresidential  property,  they  clearly  provide  no  justification  for 
higher  rates  on  nonresidential  property.  Higher  rates  on 
nonresidential  property  have  been  defended  and  supported  by  local 
politicians,  administrators,  and  taxpayers  alike.  Indeed,  higher 
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nonresidential  rates  are  what  the  public-choice  literature  would 
predict.  For  instance,  local  politicians  are  elected  by  the  residents  of 
the  locality,  with  the  owner  of  the  firm  or  business  having  one  vote. 
Higher  taxes  on  nonresidential  property  are  not  likely  to  be  perceived 
by  local  residents  as  having  an  effect  on  them  (that  is,  through  higher 
prices  for  final  products  or  lower  wages  and  salaries),  and  if  the  higher 
nonresidential  taxes  lead  to  higher  prices  or  restriction  of  wages,  local 
politicians  are  unlikely  to  be  blamed  for  this.  By  comparison,  an 
increase  in  residential  taxes  is  immediately  noted  by  the  residents 
(voters),  who  are  likely  to  blame  their  locally  elected  representatives. 
Therefore,  it  is  not  surprising  that  nonresidential  rates  are  higher 
than  residential  rates. 

Arguments  for  higher  taxes  on  nonresidential  property  have  also 
gained  support  from  those  who  believe  that  part  of  this  tax  can  be 
exported  to  residents  of  other  communities.  Exportation  of  taxes 
occurs  if  the  nonresidential  tax  is  reflected  in  higher  prices  of  goods 
and  services  produced  and  if  some  of  this  output  is  sold  to 
nonresidents.  While  this  possibility  has  considerable  appeal  for  local 
politicians,  administrators,  and  taxpayers,  the  net  effect  of  tax 
exporting  by  the  many  businesses  and  firms  in  various  communities  is 
difficult  to  determine  or  predict.  Furthermore,  it  is  difficult  to  justify 
on  analytical  grounds  a  property  tax  that  is  designed  to  finance 
benefits  to  the  residents  of  one  community  from  taxes  collected  from 
the  residents  of  other  communities. 

Where  nonresidential  property  consumes  local  public  services  or 
imposes  environmental  damage  on  the  community  when  producing 
goods  and  services,  these  properties  should  be  required  to  pay  for  these 
costs.17  Clearly,  the  most  efficient  charging  policy  would  be  one  that 
equated  a  per-unit  tax  or  charge  to  the  marginal  cost  of  the  last  unit  of 
service  consumed  plus  the  value  of  the  environmental  damage  created 
in  the  production  of  this  output;18  the  current  nonresidential  property 
and  business  tax  rates  could  be  replaced  with  a  series  of  user  charges 
or  fees  designed  to  cover  the  cost  of  the  services  used  up  or  damage 
created.  Not  only  would  this  change  improve  the  allocation  of 
resources,  but  it  might  very  well  lead  to  the  birth  of  new  firms.  Lower 
taxes  mean  lower  costs,  which  in  turn  may  mean  that  new  firms  will 
now  find  it  profitable  to  produce  goods  or  services  previously  not 
produced.  This  potential  for  expanding  the  economic  development 
base  of  a  community  is  something  that  should  not  be  treated  lightly. 
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In  fact,  the  resources  that  local  governments  are  devoting  to 
attempting  to  attract  new  development  into  their  communities  might 
be  utilized  more  effectively  if  these  governments  collectively  lobbied 
the  provincial  governments  for  changes  in  the  nonresidential  property 
tax  system. 

Furthermore,  if  nonresidential  local  taxes  were  reduced  to  cover 
specifically  and  solely  the  cost  of  local  public  services  that  the 
commercial/industrial  sector  consumes  and  to  cover  the  external 
damage  that  this  sector  inflicts  on  society,  then  the  burden  on  the 
residential  sector  would  be  higher  than  it  is  now.  Indeed,  as  long  as 
residential  properties  are  the  recipients  of  many  local  government 
services,  then  it  is  economically  efficient  and  fairer  for  higher  taxes  to 
be  borne  by  the  residential  sector.19  There  is  no  economic  rationale 
for  the  nonresidential  sector’s  bearing  the  cost  of  these  services.  That 
it  nevertheless  does  so  suggests  that  the  residential  sector  is  paying  a 
lower  price  and  demanding  a  greater  quantity  of  local  public  services 
than  is  allocatively  efficient. 

The  increasing  emphasis  that  is  being  placed  on  expanding  the 
nonresidential  property  tax  base  through  active  economic 
development  departments  and  programs  has  generated  voluminous 
promotional  material  extolling  the  virtues  of  locating  in  specific 
communities.  However,  what  seems  to  have  been  ignored  by  most 
civic  officials  and  many  local  citizens  in  their  zeal  to  promote  their 
community  is  that  the  locational  decision  for  firms  or  businesses 
follows  a  distinct  economic  logic.  A  firm  or  business  will  locate  where 
it  expects  to  earn  a  profit.  Quality  of  life,  climate,  availability  of 
restaurants,  cultural  and  health  care  facilities,  cheaper  housing,  and 
other  amenities  are  likely  to  be  important  only  if  they  affect  the  profit 
position  of  the  firm  or  if  the  expected  profit  is  estimated  to  be  similar 
in  two  (or  more)  communities.  Otherwise,  expenditures  on  developing 
and  promoting  amenities  are  simply  wasted.  Local  government 
expenditures  on  amenities  designed  to  attract  new  business  can  be 
justified  on  allocative  efficiency  grounds  as  long  as  the  direct 
recipients  (businesses  or  local  citizens  who  benefit  from  them)  bear 
the  costs  of  providing  these  amenities.  To  the  extent  that  the 
amenities  are  funded  from  revenues  collected  from  people  who  do  not 
incur  their  benefits,  a  misallocation  of  resources  occurs. 
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OVERSPENDING  ON  ECONOMIC  DEVELOPMENT 


Tables  1  and  2  record  the  funds  spent  by  local  governments  in  selected 
communities  on  economic  development  activities  in  1982  and  1983, 
respectively.  Although  by  some  standards  these  figures  may  be  small, 
they  do  reflect  expenditures  that,  to  a  large  extent,  could  have  been 
avoided  without  any  loss  in  benefits  from  economic  development. 
These  expenditures  have  been  defended  by  local  politicians  and  civic 
administrators  who  believe  -  or  at  least  want  the  local  citizens  to 
believe  -  that  expenditures  on  economic  development  programs  carry 
significant  rewards  in  terms  of  increased  economic  activity  in  the  local 
community.  In  fact,  this  overspending  is  predicted  by  public-choice 
models.20  For  example,  most  politicians  believe  they  are  serving  the 
public  and  that  they  are  the  best  persons  for  the  job  but  realize  that 
decisions  made  must  ultimately  lead  to  the  acquisition  of  votes  if  they 
are  to  remain  in  office.  Local  development  officials  (bureaucrats), 
whether  to  preserve  their  self-respect  or  to  increase  their  utility 
through  higher  pay,  greater  power,  and  generally  more  prestige,  come 
to  believe  in  the  vaLue  of  their  work  even  if  it  is  socially  wasteful,  and 
therefore  they  expand  their  budgets  beyond  the  allocatively  efficient 
level.  These  higher  budgetary  expenditures  are  almost  certain  to  be 
supported  by  local  politicians,  who  perceive  these  programs  as  giving 
the  local  community  a  high  profile.  The  positive  public  image 
generated  by  these  activities  is  important  to  local  politicians  even  if 
these  actions  have  no  effect  on  economic  development  per  se.  If  these 
policies  are  unsuccessful,  the  politicians  can  claim  they  tried.  On  the 
other  hand,  if  new  businesses  start  up  or  if  existing  businesses  are 
retained,  the  politician  can  claim  responsibility  or  partial 
responsibility  for  this  success.  In  either  event,  the  politician  has 
almost  certainly  increased  the  possibility  of  re-election. 

Regardless  of  whether  local  taxpayers  are  aware  of  the  actual  costs 
or  simply  have  a  vague  perception  of  them,  there  is  little  incentive  to 
initiate  any  action  designed  to  curtail  these  costs.  For  instance,  the 
costs  of  economic  development  activities  are  dispersed  over  all  local 
taxpayers  and  tend  to  be  quite  low  per  capita  (Tables  1  and  2).  The 
gain,  therefore,  for  any  local  taxpayer  (in  terms  of  taxes  saved)  from 
monitoring  these  expenditures  and  initiating  any  action  designed  to 
control  or  curtail  them  is  relatively  small  and  must  be  shared  with  all 
other  local  taxpayers.  However,  the  taxpayer  undertaking  this 
monitoring  activity  bears  its  entire  cost.  Given  that  the  taxpayer’s 
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potential  benefit  will  be  less  than  the  incurred  cost,  there  is  no 
incentive  for  an  individual  to  initiate  actions  that  will  lead  to  cost- 

o  1 

saving  reforms  in  this  area  of  local  government  expenditures. 

Economic  development  policies  thus  confer  significant  benefits  on  a 
small  number  of  beneficiaries,  including  local  politicians  and 
development  officials,  while  spreading  the  costs  so  widely  and  thinly 
that  the  bearers  of  them  face  substantial  information  and  transaction 
costs  in  ascertaining  the  effects  of  these  policies  and  reacting  to  them. 
Under  these  circumstances,  there  is  no  incentive  for  local  officials  to 
restrict  or  curtail  expenditures  on  development  programs.22 
Consequently,  local  politicians  are  able  to  maintain  an  active  and 
high  profile  and  to  seem  to  be  keeping  the  community’s  interests 
foremost. 

One  way  of  establishing  an  incentive  to  prevent  overspending,  if 
local  governments  are  to  continue  with  such  programs,  is  to  insist  on 
carefully  formulated  and  properly  estimated  benefit-cost  analyses  of 

no 

development  activities.  Although  complete  and  thorough  benefit- 
cost  studies  are  seldom  done  for  any  activity  at  the  municipal  level, 
provincial  assistance  and  careful  guidelines  could  aid  in  establishing 
such  policies.24  Indeed,  it  might  be  argued  that  provincial  officials, 
with  their  vast  information-collecting  agencies  and  technical 
expertise,  are  better  equipped  to  undertake  such  studies. 

MISDIRECTION  OF  ECONOMIC  DEVELOPMENT  EXPENDITURES 

Most  current  economic  development  expenditures  are  directed  at 
potential  clients  who  are  located  beyond  local  boundaries.  However,  it 
has  been  suggested  that  the  bulk  of  industrial  growth  is  generated  by 
firms  and  businesses  currently  located  in  the  local  community.  In 
fact,  between  70  and  80  per  cent  of  new  growth  has  been  attributed  to 
existing  businesses.25  Responses  to  inquiries  about  the  specific  form 
that  economic  development  policies  should  take  almost  always  include 
the  idea  of  reducing  the  amount  of  red  tape  that  a  new  or  existing 
establishment  must  handle.26  The  somewhat  nebulous  term  'red  tape’ 
apparently  refers  to  a  lack  of  co-ordination  between  departments  and 
levels  of  government,  zoning  and  building  restrictions,  and  so  on. 
Obviously,  unwarranted  government  interference  should  not  be 
tolerated,  but  if  the  original  zoning  legislation  or  building  restrictions 
were  imposed  for  sound  economic  reasons,  then  it  is  questionable 
whether  changes  should  be  made  to  satisfy  an  existing  or  potential 
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client.  Clearly,  if  the  hardship  imposed  on  others  as  a  result  of 
changes  exceeds  the  benefits  of  the  additional  development,  changes 
should  not  be  made. 

Similarly,  a  large  portion  of  local  development  expenditures  tends 
to  be  directed  at  trying  to  attract  large  rather  than  small  businesses 
(Bureau  of  Municipal  Research  1982,  3-5).  Unfortunately,  much  of 
this  expenditure  may  be  misdirected,  for  small  businesses  have  been 
growing  at  a  faster  rate.  For  example,  Table  9  indicates  that 
manufacturing  plants  with  fewer  than  fifty  employees  have  recorded 
the  highest  growth  rate  over  the  past  few  years.  At  the  same  time, 
these  small  firms  recorded  the  highest  percentage  increase  in 
employment  (Table  10),  although  their  total  employment  amounted  to 
slightly  less  than  20  per  cent  of  all  manufacturing  employees  in  each 
year  observed. 

To  the  extent  that  development  incentives  have  been  influential  in 
locational  choices  for  large  businesses,  the  incentive  has  been 

cyn 

provided  by  provincial  or  federal  governments  (DREE  and  DRIE) 

no 

rather  than  by  local  governments.  In  addition,  in  a  number  of 
communities  these  incentives  have  generated  financial  problems  for 
local  governments.  The  large  municipal  outlay  -  for  infrastructure, 
roads,  schools,  and  so  on  -  required  in  order  to  secure  and  service  these 
plants  has  created  financial  claims  on  local  budgets  ( Municipal  World 
1979a).  Furthermore,  these  large  firms  almost  always  produce  goods 
for  a  market  much  wider  than  the  local  community,  and  hence  cost¬ 
cutting  measures  and  efficiency  moves  have  led  to  the  amalgamation 
or  shutting  down  of  a  number  of  plants  (Bureau  of  Municipal  Research 
1982,  3),  leaving  the  community  from  which  the  plant  moved  with  the 
burden  of  financially  supporting  the  existing  infrastructure. 

Small  businesses,  on  the  other  hand,  are  less  likely  to  move,  for 
their  locational  decision  tends  to  be  dictated  by  their  access  to  local 
markets  for  their  outputs,  or  by  access  to  a  scarce  factor  of  production 
that  exists  only  in  this  community,  or  by  the  location  of  the  owner’s 
residence,  or  by  climate,  quality  of  life,  or  other  available  amenities. 
In  these  instances,  expenditures  on  infrastructure  will  not  be  as  large, 
nor  is  it  as  likely  that  the  firm  will  leave  for  another  location. 

While  manufacturing  employment  has  continued  to  rise,  the  recent 
growth  in  the  service  sector,  indicated  in  Table  11,  suggests  that  many 
development  activities  designed  to  attract  manufacturing  plants 
should  instead  be  directed  at  service  industries. 
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TABLE  9 

Number  of  manufacturing  plants  in  Ontario  by  employment  size 
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TABLE  10 

Manufacturing  employment  in  Ontario  by  plant  size 


Plant  size 
by  employees 

Number  of 
employees 

1977 

%of 

total 

Number  of 
employees 

1980 

%  of 
total 

%  increase 
or  decrease 

0-4 

4,339 

0.5 

7,176 

0.8 

65.4 

5-9 

11,425 

1.4 

16,052 

1.8 

40.5 

10-19 

27,673 

3.3 

32,314 

3.6 

16.8 

20-49 

74,190 

8.8 

83,529 

9.2 

12.6 

50-99 

85,639 

10.2 

93,778 

10.3 

9.5 

100-199 

126,607 

15.0 

131,375 

14.4 

3.8 

200-499 

166,190 

19.7 

188,411 

20.7 

13.4 

500-999 

119,594 

14.2 

115,388 

12.7 

-3.5 

1000  + 

182,494 

21.6 

190,323 

20.9 

4.3 

Head  office 

45,177 

5.4 

51,618 

5.7 

14.3 

Total 

843,328 

100.0 

909,964 

100.0 

7.9 

SOURCE:  Statistics  Canada  (Cat.  31-203)  Manufacturing  Industries  of  Canada 
(Ottawa)  table  57 


SERVICED  LAND  AS  A  MUNICIPAL  INDUCEMENT 

In  addition  to  proximity  to  markets,  accessibility  to  adequate 
transportation  networks,  availability  of  a  qualified  and  skilled  labour 
force,  and  so  on,  the  existence  of  serviced  industrial  land  has  been 
cited  as  an  important  consideration  in  a  firm’s  locational  decision 
( Municipal  World  1979a).  In  1981,  over  172  communities  in  Ontario, 
ranging  in  size  from  1,000  people  and  up,  reported  the  availability  of 
industrial  sites  ( Globe  and  Mail  1981).  Of  these,  the  bulk  were 
privately  owned  (77  per  cent  private  versus  23  per  cent  municipal;  see 
Table  12),  with  private  ownership  tending  to  be  more  prevalent  in 
larger  centres.  Municipal  ownership  was  more  likely  to  exist  in 
smaller  communities  (Table  12).  A  more  recent  but  less 
comprehensive  survey  supports  the  claim  that  private  (as  opposed  to 
municipal)  ownership  and  development  of  industrial  sites  is  more 
common  in  large  centres  with  a  substantial  population  base  and  less 
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TABLE  11 

Estimated  number  of  employees  in  Canada  by  industry,  and  percentage  changes,  1965-82 
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TABLE  12 

Ownership  of  available  industrial  sites,  in  Ontario  by  population  size 


Population 

size 

#  of 
sites 

Municipal 

Acres 

available 

%  of  total 
available0 

#  of 
sites 

Private 

Acres 

available 

%  of total 
available0 

Up  to  10,000 

69 

4,501 

28 

71 

11,591 

72 

10,001-25,000 

19 

1,305 

13 

62 

8,528 

87 

25,001-50,000 

16 

2,657 

52 

33 

2,426 

48 

50,001-100,000 

13 

1,728 

41 

17 

2,439 

59 

100,000  and  up 

15 

1,109 

13 

82 

7,397 

87 

Total 

132 

11,300 

23 

335 

36,872 

77 

a  These  percentages  exclude  provincial  and  federal  sites,  which  represent  2  per  cent  of 
the  sites  available. 

SOURCE:  Reported  in  Bureau  of  Municipal  Research  (1982)  Industrial  Development: 
The  Municipal  Role  (Toronto:  BMR)  and  compiled  from  Globe  and  Mail  (1981 )  'Report  on 
industrial  sites’,  8  June. 


likely  to  exist  in  smaller  communities  where  the  probability  of 
attracting  new  development  is  generally  lower  ( Financial  Post  1982). 

Although  private  development  is  more  prominent,  a  number  of 
local  officials  believe  that  municipalities  should  own  and  develop 
industrial  sites  because  land  costs  will  be  lower  than  if  left  to  the 
private  sector  (Bureau  of  Municipal  Research  1982,  13).  Indeed,  this 
is  true  for  those  communities  that  have  benefited  or  will  benefit  from 
preferential  provincial  funding  and  therefore  need  to  recover  only 
their  acquisition  and  servicing  costs  in  disposing  of  business  sites. 
Furthermore,  if  these  municipalities  have  engaged  in  land  banking  in 
the  past,  then  land  prices  will  be  lower,  in  most  instances,  than 
current  market  value  {Globe  and  Mall  1981).  As  long  as  market  value 
reflects  the  highest  return  that  can  be  earned  on  this  land,  then 
selling  it  for  less  than  market  value  suggests  that  it  is  not  being 
employed  in  its  best  possible  use.  If  this  inducement  (lower  land  price) 
is  required  to  attract  new  development,  then  new  development  should 
not  be  undertaken.  If  the  inducement  is  not  required,  then  it  should 
not  be  given. 
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As  well,  history  suggests  that  public  bodies  have  little  experience 
in,  and  no  incentive  for,  engaging  effectively  in  the  ownership  and 
development  of  commercial/industrial  land.  The  incentive  is  lacking 
because  there  is  no  adherence  or  attempted  adherence  to  market 
prices.  The  lack  of  experience  is  exhibited  in  many  instances  where 
municipalities  do  not  run  cash-flow  projections  on  industrial/ 
commercial  land  and  hence  have  little  idea  of  what  they  should  charge 
to  cover  their  incurred  costs.29 

Although  municipal  ownership/development  of  industrial  parks  is 
difficult  to  justify,  there  may  be  a  role  for  local  governments  in  the 
zoning  of  industrial  land.  Obviously,  zoning  regulations  restrict  the 
location  of  firms;  however,  this  restriction  may  be  desirable  in  order  to 
take  advantage  of  economies  of  scale  arising  from  the  construction  of 
water  mains,  sewers,  and  the  local  infrastructure.  As  well,  if 
businesses  generate  negative  externalities,  then  a  case  can  be  made 
for  controlling  the  area  in  which  firms  locate  so  as  to  limit  the 
externalities  imposed  on  neighbouring  residents.  Since  zoning 
restricts  the  area  in  which  businesses  can  locate,  it  has  been  suggested 
that  zoning  legislation  creates  a  monopoly  situation  for  the  owners 
(private  sector)  of  this  land.  In  response,  the  existence  of  a  large 
number  of  industrial  parks  (see  Table  12)  within  and  between 
neighbouring  communities  provides  sufficient  competition  to  prevent 
monopoly  pricing  by  private  developers.  As  well,  even  if  monopoly 
pricing  were  prevalent,  there  would  be  little  practical  reason  to 
believe  that  public  ownership  would  provide  a  closer  approximation  of 
the  allocatively  efficient  level  of  output  than  would  a  private 
monopoly.  Indeed,  it  has  been  argued  that  public  managers  are  not  as 
concerned  with  cost  efficiency  as  private  managers  are.30  Finally,  if 
monopolistic  conditions  were  judged  to  be  prevalent,  then  a  more 
appropriate  policy  than  local  government  ownership  would  be 
enforcement  by  a  senior  level  of  government  of  a  strict  competition 
policy  under  which  legal  or  administrative  sanctions  could  be  imposed 
on  anticompetitive  behaviour.31 

THE  EFFECTIVENESS  OF  ECONOMIC  DEVELOPMENT  ORGANIZATIONS 

The  recent  emphasis  on  economic  development  policies  (sometimes 
referred  to  as  business  development  or  industrial  development)  has 
led  to  the  creation  of  various  organizational  structures  designed  to 
promote  the  local  community  as  a  venue  for  new  businesses  (see  Table 
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6).  The  most  common  organization  is  a  separate  municipal 
department  or  a  subset  of  the  planning  department  employing  full¬ 
time  personnel.  However,  other  organizations  such  as  local 
development  commissions  do  exist.  In  addition,  advisory  committees 
consisting  of  municipal  politicians,  civic  administrators,  local 
business  and  labour  leaders,  and  selected  citizens  have  been  organized 
in  some  communities  to  formulate  strategies  and  generate  policies  for 
economic  development. 

Although  most  municipalities  have  established  a  separate 
economic  development  department  because,  in  their  view,  it  is  the 
most  effective  means  of  promoting  local  development,32  it  is 
questionable  whether  this  claim  can  be  defended  under  careful 
scrutiny.  For  instance,  local  governments  are  prevented,  by  statute, 
from  offering  bonuses  to  attract  new  establishments.  Consequently, 
from  the  perspective  of  the  firm  that  is  trying  to  select  a  location,  the 
municipal  role  is  that  of  providing  relevant  information.  Because 
there  is  no  incentive  to  do  otherwise,  municipalities  will  tend  to 
oversupply  information  and  to  provide  only  favourable  information  in 
attempting  to  attract  new  development  (see  discussion  in  Chapter  2). 
Clearly,  this  information  must  be  available,  but  it  could,  in  all 
likelihood,  be  provided  at  a  more  effective  level  and  lower  cost  if  it 
were  collected  (as  is  currently  done  in  most  municipalities  anyway)  by 
an  existing  department  (the  planning  department  is  the  logical 
candidate)  and  provided  to  the  provincial  government  in  a  uniform 
and  comprehensive  manner  for  distribution  to  potential  clients  at 
their  request. 

THE  EFFECTS  OF  INTERMUNICIPAL  COMPETITION 

If  we  accept,  for  the  moment,  the  argument  that  local  economic 
development  policies  actually  play  a  role  in  attracting  new 
development,  a  simple  summary  of  the  consequences  might  be  useful. 
Clearly,  current  economic  development  policies  at  the  local  level  do 
not  lead  to  the  birth  or  formation  of  new  businesses.  They  lead  merely 
to  a  relocation.  If  the  relocation  is  from  a  foreign  country  or  another 
province,  this  change  in  venue  will  almost  certainly  be  prompted  by 
access  to  final  markets33  or  availability  of  scarce  inputs  and  not  by 
policies  initiated  by  local  governments.  If  the  relocation,  for  whatever 
reason,  is  from  one  community  to  another  within  the  province,  then 
one  municipality’s  gain  is  another  municipality’s  loss.  Obviously, 
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local  economic  development  does  not  increase  society’s  output  but 
simply  generates  a  redistribution  of  income.  If  one  is  interested  in 
maximizing  provincial,  if  not  federal,  output,  then  expenditures 
designed  only  to  redistribute  income  without  increasing  it  must  be 
challenged.  In  fact,  if  all  the  resources  used  up  in  creating  this  change 
are  considered,  then  society  might  very  well  be  a  net  loser. 

In  spite  of  the  claim  by  local  officials  that  municipalities  have  the 
power  to  undertake  policies  attracting  new  development  and  the  claim 
that  these  policies  have  succeeded  in  achieving  their  objective,  there  is 
little  or  no  solid  evidence  supporting  these  claims.  Under  the  current 
legislation,  local  governments  really  have  no  opportunity  to  initiate 
policies  that  can  alter  the  profits  of  existing  or  potential  firms.  As 
long  as  profits  are  a  function  of  market  demand  and  cost  factors,  then 
locational  decisions  are  a  function  of  market  demand  and  cost  factors 
as  well. 

RECENT  CHANGES  IN  ECONOMIC  DEVELOPMENT  ACTIVITY 

Before  leaving  this  discussion,  a  few  comments  on  recent  changes  in 
the  direction  of  economic  development  policies  should  be  considered. 
If  one  reviews  the  history  of  local  governments  in  Ontario,  the 
creation  of  departments  or  agencies  charged  with  initiating  programs 
to  foster  and  promote  economic  development  has  been  a  fairly  recent 
event  (Kitchen  1984,  parts  1  and  2).  In  most  instances,  these 
organizations  and  their  top  officials  were  welcomed  with  considerable 
enthusiasm  and  press  coverage.34  Often,  shortly  thereafter,  a 
consultant  or  consulting  firm  was  hired  to  develop  an  economic 
development  strategy.  Once  the  consultant’s  report  was  completed 
and  released,  local  development  officials  were  left  with  the 
responsibility  for  implementing  the  proposals.  In  many  instances,  the 
report  advocated  policies  designed  to  attract  new  development, 
generally  from  other  communities  and  even  from  other  provinces  and 
countries.  Since  most  of  these  recommendations  and  their  subsequent 
implementation  have  not  been  linked  directly  with  the  attraction  of 
new  firms  or  businesses,  local  officials  (particularly  those  in 
communities  removed  from  major  markets  and/or  resource  bases) 
have  begun  to  turn  their  attention  towards  policies  designed  to  retain 
existing  businesses.  Although  this  may  be  a  wise  direction  in  which  to 
move,  especially  since  the  bulk  of  new  jobs  and  expansion  in  the  local 
economic  base  tends  to  come  from  existing  establishments,  it  begs  the 
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question  of  whether  local  development  programs  are  actually  able  to 
initiate  policies  that  successfully  lead  to  the  retention  or  expansion  of 
existing  firms  or  businesses. 

There  is  little  that  these  development  agencies  can  do  for  existing 
establishments  that  is  not  already  done  by  other  municipal 
departments.  Furthermore,  as  time  passes,  these  agencies  may  have 
increasing  difficulty  in  defending  the  usefulness  of  their  policies,  and 
hence  their  existence.  What  role,  then,  should  economic  development 
agencies  play  in  the  future?  Clearly,  the  answer  to  this  is  speculative; 
however,  for  communities  with  an  expanding  economic  base,  the  local 
development  agency  and  its  officials  will  likely  be  perceived  as  having 
been  useful  and  therefore  necessary,  even  if  their  policies  have  not 
played  a  role  in  contributing  to  the  expansion  in  the  economic  base  of 
the  local  community.  In  those  communities  where  the  economic  base 
continues  to  be  stagnant,  it  may  be  increasingly  difficult  for  local 
politicians  and  development  officials  to  defend  their  role  and  policies. 
Whether  there  is  pressure  to  terminate  or  alter  these  agencies  and 
their  programs  (and  even  if  there  is,  local  departments  or  public 
organizations  such  as  these  tend  to  survive),  or  whether  provincial 
governments  will  be  called  on  to  provide  additional  assistance  of  one 
form  or  another,  remains  to  be  seen.  In  any  case,  such  speculation  is 
beyond  the  boundaries  of  this  analysis. 
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5 

Potential  policies 


Although  legislation  in  Ontario  prevents  municipalities  from  using 
fiscal  incentives  or  inducements  to  attract  new  businesses  or  to  retain 
existing  establishments,  suggestions  have  been  made,  on  occasion, 
that  local  governments  be  allowed  to  use  fiscal  incentives  such  as 
property  tax  relief,  exemptions  from  property  taxation,  grants, 
subsidies,  and  subsidized  land  cost  as  means  of  expanding  the  local 
economic  base.  Hence,  a  useful  exercise  would  be  to  discuss  the 
implications  of  a  legislative  change  that  would  give  local  governments 
the  authority  to  offer  such  inducements.  To  evaluate  the  implications 
and  potential  effectiveness  of  fiscal  inducements  or  incentives,  we  will 
refer  to  the  empirical  studies,  almost  all  of  them  conducted  in  the 
United  States,  on  the  effectiveness  of  state  and  local  government 
policies  designed  to  attract  new  development  through  fiscal 
incentives.  35 

First,  however,  it  must  be  mentioned  that  none  of  the  studies 
addresses  the  extent  to  which  Fiscal  incentives  alter  the  level  of 
economic  well-being  for  society  as  a  whole.  In  other  words,  the 
empirical  literature  does  not  measure  the  cost  to  the  victims 
(members  of  society  who  pay  for  the  subsidy  or  pay  higher  taxes 
because  some  firms  receive  tax  breaks)  that  arises  from  the  use  of 
fiscal  incentives  and  the  possible  ensuing  misallocation  of  resources. 
Instead,  the  extant  literature  focuses  only  on  the  issue  of  whether 
local  government  incentives  can  play  a  role  in  attracting  new 
development.  More  precisely,  the  literature  measures  the  relative 
influence  of  a  number  of  market  and  cost  variables  on  a  Firm’s  location 
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decision.  Generally  speaking,  firms  selling  consumer  products  will  be 
concerned  with  per  capita  income  in  the  area,  population  size  or 
number  of  consumers  in  each  area,  and  the  number  of  competitors.  If 
firms  are  selling  intermediate  goods,  the  important  market 
characteristics  will  include  the  number  of  firms  purchasing  these 
goods,  size  of  each  purchaser’s  demand,  and  the  number  of  competitive 
suppliers.  Cost  factors  include  the  quality  of  the  labour  force  (skilled, 
unskilled,  and  managerial);  the  cost  of  materials,  land,  capital, 
labour,  and  transportation  as  well  as  agglomeration  economies;  and 
local  taxes  (subsidies  of  one  form  or  another  tend  to  reduce  the  net  tax 
burden). 

The  provision  of  fiscal  inducements  such  as  lower  taxes  or  subsidies 
may  be  influential  in  a  firm’s  location  decision.  Obviously,  the 
importance  of  this  incentive  will  depend  on  the  size  of  the  differential 
between  competing  communities  and  whether  this  differential  is 
sufficient  to  offset  differentials  in  other  costs  or  market  factors.  If  it  is 
assumed  that  firms  or  businesses  locate  where  they  can  maximize 
profits,  fiscal  incentives  have  a  potential  for  being  effective  only  if 
they  can  enhance  the  profit  of  a  new  or  existing  development.  The 
implications  of  using  incentives  such  as  tax  exemptions,  tax  rate 
reductions,  and  subsidies  will  be  explored  in  this  chapter. 

PROPERTY  TAX  EXEMPTIONS 

Property  tax  exemptions  have  been  suggested  as  a  means  of 
promoting  economic  growth  at  the  local  level.36  Unfortunately,  this 
tool  has  several  potential  weaknesses.  As  might  be  expected,  tax 
exemptions  threaten  the  concept  of  competitive  enterprise.  They 
enable  beneficiaries  to  avoid  paying  the  marginal  social  cost  of  the 
services  they  consume  or  the  environmental  damage  (externalities) 
they  create.  Tax  exemptions  place  an  excessive  burden  on  nonexempt 
industries  or  businesses  and  residential  taxpayers  (Johnson  1963). 
Furthermore,  this  inequity  promotes  industrial/business  warring 
between  communities,  with  the  ultimate  effect  that  the  local  tax 
payment  for  services  consumed  or  environmental  damage  created  is 
almost  certain  to  be  lower  than  the  true  marginal  social  cost.  Finally, 
like  other  fiscal  inducements,  tax  exemptions  might  result  in 
communities’  attracting  or  retaining  businesses  that  would  not  be 
supported  if  left  to  market  forces.  Although  a  policy  that  has  this 
effect  may  be  appropriate  in  instances  where  the  marginal  social 
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opportunity  cost  is  zero,  the  fact  is  that  marginal  social  opportunity 
costs  are  almost  certain  to  be  much  higher  than  zero. 

PROPERTY  TAX  REDUCTIONS 

Another  policy  alternative  that  has  been  suggested  to  stimulate 
economic  development  is  that  of  allowing  municipalities  to  reduce 
property  taxes  on  selected  businesses  or  firms.  If  this  tax  reduction  is 
to  be  successful  in  attracting  new  development  or  retaining  existing 
establishments,  the  tax  differential  between  possible  locations  must, 
at  the  very  least,  be  large  enough  to  compensate  for  differentials  in 
other  costs  or  market  demand  unless  these  differentials  reflect  more 
or  better  local  public  services  for  which  firms  are  willing  to  pay 
(Wasylenko  1981,  159).  Where  local  property  tax  reductions  or 
abatements  have  been  employed  in  the  United  States,  the  consensus 
of  the  empirical  research  is  that  these  policies  have  not  been  a  major 
factor  in  interregional  or  intermetropolitan  location  decisions  but 
may  have  played  a  role  in  intraregional  or  intrametropolitan  location 
decisions.37 

Interregional  or  interurban  location  decisions  are  more  dependent 
on  the  availability  and  cost  of  a  skilled  labour  force,  the  presence  of 
necessary  production  materials,  and  proximity  to  markets  than  on 
property  tax  differentials.38  Property  taxes  account  for  a  relatively 
small  percentage  of  the  total  cost  structure  of  a  firm  or  business,  and 
hence  any  reduction  or  abatement  of  this  tax  is  not  likely  to  be  large 
enough  to  initiate  a  relocation  decision.  Furthermore,  a  tax  reduction 
or  abatement  by  one  community  would,  in  all  likelihood,  be  followed 
by  a  corresponding  reduction  elsewhere;  in  all  the  affected 
communities,  residential  and  commercial/industrial  properties  not  in 
receipt  of  this  benefit  would  be  left  to  bear  the  costs. 

Intraregional  or  intrametropolitan  location  decisions,  on  the  other 
hand,  may  be  affected  by  differentials  in  property  taxation.  Within 
any  region  or  metropolitan  area,  market  conditions  and  cost  variables 
tend  to  be  reasonably  uniform.  It  follows,  then,  that  property  tax 
differentials  arising  from  property  tax  reductions  or  abatements  in 
one  community  generate  lower  costs  at  the  margin  and  higher  profits 
for  firms  or  businesses  locating  in  this  community.  While  such 
incentives  may  be  effective  in  attracting  new  firms  or  businesses,39 
the  effectiveness  is  likely  to  last  only  until  neighbouring  communities 
adjust  their  taxes  so  as  to  eliminate  the  differential.  Once  again,  if 
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every  community  within  the  region  establishes  a  similar  policy,  the 
potential  for  one  community  to  attract  new  development  away  from 
the  others  is  likely  to  be  minimal,  leaving  local  residents  and 
businesses  who  do  not  get  the  abatement  or  reduction  to  supply  the 
foregone  municipal  revenue. 

SUBSIDIES 

Industrial  or  economic  development  subsidies  in  the  form  of  free  land 
or  land  acquired  at  a  fraction  of  its  market  value,  subsidized  loans, 
outright  grants,  and  the  provision  of  municipal  services  at  a  price  that 
is  less  than  the  cost  of  supplying  these  services  have  been  mentioned 
as  possible  subsidies  that  may  attract  new  development.  If  these 
subsidies  create  a  differential  in  intermunicipal  operating  costs,  and 
hence  in  profit  potential,  they  may  achieve  their  objective.  However, 
such  differentials  are  unlikely  to  transpire  because,  municipal 
competition  for  new  development  being  what  it  is,  other  communities 
are  likely  to  adopt  similar  policies,  thus  negating  any  significant  and 
positive  correlation  between  the  existence  of  subsidies  and  the 
number  of  new  developments  attracted  to  a  specific  community. 

GRANTS 

While  DREE  grants  in  Canada  have  not  been  provided  by  local 
governments,  their  use  by  other  levels  of  government  provides  some 
useful  insights  into  the  effectiveness  of  fairly  substantial  grants  in 
affecting  the  location  decisions  of  firms  or  plants.  These  grants  have 
been  designed  to  provide  an  incentive  for  firms  to  locate  in  specific 
depressed  regions.  Since  the  DREE  program  began  in  the  late  sixties, 
there  have  been  three  empirical  investigations  into  the  effectiveness 
of  these  grants  in  attracting  new  firms.  In  none  of  these  studies  are 
the  results  conclusive,  yet  they  can  increase  our  understanding. 

The  first  investigation  was  conducted  by  David  Springate  (1978). 40 
He  examined  the  business  investment  decisions  of  thirty-one  firms 
that  received  grants  from  the  time  of  DREE’s  creation  to  30  September 
1971.  Senior  executives  responsible  for  investment  decisions  were 
questioned  about  a  number  of  factors  including  the  effect  of  an 
incentive  grant  on  the  location,  timing,  and  size  of  the  project.  The 
location  effect,  specifically,  was  extremely  small  for  large  firms 
(serving  to  attract  foreign  investors  primarily)  and  not  much  more 
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substantial  for  small  firms  (in  many  cases,  moving  the  location  less 
than  seventy  miles  to  take  advantage  of  the  grant).  These  conclusions 
have  been  challenged  for  at  least  two  reasons:  first,  the  sample  size 
was  small;  and  second,  reliance  on  unstructured  interviews  may  have 
generated  information  that  was  very  subtly  biased.  Nevertheless,  the 
results  call  into  serious  question  the  usefulness  of  grants  in  affecting 
locational  choice. 

An  investigation  by  the  Atlantic  Development  Council  in  the 
winter  of  1972-3  surveyed  the  projects  in  the  Atlantic  regions  that  had 
received  grants  from  DREE  up  to  the  end  of  May  1972  (ADC  1976). 41 
The  results,  which  are  subject  to  the  same  criticisms  levelled  against 
Springate’s  study,  suggested  that  only  seventeen  out  of  forty-seven 
firms  would  have  undertaken  the  project  without  the  grant, 
generating  an  incrementality  ratio  of  60  per  cent  (that  is,  for  60  per 
cent  of  the  establishments,  the  subsidy  was  necessary). 

Finally,  the  Department  of  Regional  Economic  Expansion  carried 
out  its  own  analysis  of  the  increase  in  investment  created  by  the 
grants  (DREE  1973).  After  eliminating  all  firms  that  did  not  have  a 
free  choice  of  location  (projects  involving  natural  resources  and  selling 
less  than  two-thirds  of  their  output  outside  the  region),  the  agency 
found  that  the  incremental  increase  in  investment  created  by  these 
grants  amounted  to  approximately  78  per  cent. 

CONCLUSION 

While  grants  or  subsidies  of  the  nature  reviewed  in  this  chapter 
may  lead  to  the  birth  of  new  firms,43  much  of  this  investment  may  be 
worse  investment  than  would  have  occurred  if  no  subsidy  program 
were  provided.  Firms  that  need  to  be  subsidized  to  undertake 
investment  in  a  specific  region  may  be  less  likely  to  reinvest  there  or 
to  replace  worn-out  capital  equipment.  Firms  that  do  not  require  a 
subsidy,  on  the  other  hand,  may  be  more  willing  to  reinvest  to 
continue  their  operation.  In  this  instance,  the  subsidized  investment 
would  be  inferior  to  the  investment  it  displaced  because  it  would  be 
less  durable  and  less  likely  to  serve  as  a  catalyst  for  additional 
investment  later  on  (Usher  1978).  Indeed,  the  experience  with  DREE 
grants  suggests  that  this  has  been  the  case  all  too  often. 

Given  the  lack  of  unqualified  evidence  supporting  the  contention 
that  interregional  tax  differentials  and  subsidies  (in  one  form  or 
another)  are  important  in  affecting  locational  choice,  and  the 
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somewhat  limited  evidence  that  these  same  fiscal  incentives  affect 
intraregional  choices,  it  may  be  that  some  firms,  primarily  small 
establishments,  do  not  search  for  the  profit-maximizing  location.  In 
these  instances,  location  may  be  based  on  inertia,  climate,  residence  of 
owner,  quality  of  life,  and  other  noneconomic  factors.  Obviously,  if 
these  factors  affect  locational  decisions,  a  tax  reduction,  abatement,  or 
subsidy  will  have  no  effect  on  locational  choice  and  will  be  viewed  as  a 
mere  gift  from  the  local  authorities.  In  this  case,  there  is  no  economic 
rationale  for  the  incentive. 
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6 

Conclusions 


The  rising  expenditures  by  governments  on  policies  designed  to 
attract  or  retain  firms  or  businesses  have  gone  unchallenged  in  much 
of  the  recent  discussion  on  this  topic.  The  thrust  of  this  discussion  has 
been  that  more  development  is  essential  if  residential  property  taxes 
are  to  be  restrained  and  the  economic  base  expanded  and  that 
expenditures  by  local  governments  on  policies  promoting  or  fostering 
this  development  are  necessary.  However,  there  appears  to  be  no 
sound  rationale  or  empirical  base  to  support  a  role  for  local 
government  intervention  in  economic  development  policies. 

Local  government  policies  designed  to  attract  new  development  can 
be  justified  if  these  policies  correct  for  market  failure  and  lead  to  a 
better  allocation  of  society’s  resources.  However,  to  suggest  that  in 
reality  local  governments  seek  to  achieve  the  socially  optimum  level 
of  output  may  be  somewhat  misleading.  Local  politicians  and 
administrators  may  have  as  their  objective,  not  achieving  a  socially 
optimum  level  of  output,  but  rather  creating  a  benefit  for  a  few 
(repaying  political  favours,  etc.)  while  creating  net  losses  for  society  as 
a  whole.  In  this  case,  the  beneficiaries  are  likely  to  be  few, 
geographically  concentrated,  and  politically  organized,  while  the 
victims  are  likely  to  be  many,  scattered  over  a  wide  area,  and 
politically  unorganized  (Watson  1983,  26-29).  To  condone  local 
government  policies  of  this  nature  is  unacceptable.  Clearly,  local 
governments  ought  to  be  implementing  policies  and  programs  that 
lead  to  improvements  in  the  allocation  of  society’s  resources. 

Current  practice  in  Ontario  municipalities  is  restricted  by  the 
regulations  of  the  Ontario  Municipal  Act.  In  essence,  local 


49 


governments  are  not  allowed  to  offer  any  type  of  bonusing  (subsidies 
or  tax  relief)  to  firms  or  businesses.  Therefore,  municipalities  resort 
to  extensive  advertising  and  promotional  campaigns  extolling  the 
comparative  advantages  of  their  respective  communities.  Although 
this  information  may  be  of  interest  to  a  firm  or  business,  it  virtually 
never  affects  the  market  demand  or  the  producer’s  cost  and,  hence, 
profits.  Such  information,  as  was  argued  earlier,  tends  to  be 
oversupplied  and,  frequently,  slanted.  Expenditures  on  providing  this 
information,  then,  are  larger  than  can  be  justified.  The  waste  would 
be  even  worse,  however,  if  municipalities  were  given  the  freedom  to 
offer  fiscal  incentives  or  inducements  including  tax  relief  or  subsidies 
of  one  form  or  another  as  is  currently  done  in  some  US  states. 
Enactment  of  one  or  more  of  these  policies  in  one  community  would,  in 
all  likelihood,  be  followed  by  enactment  of  similar  if  not  matching 
policies  in  neighbouring  communities.  Such  intermunicipal 
competition  would  create  a  situation  in  which  an  attempt  by  one 
community  to  create  a  cost  and  hence  profit  advantage  for  its  firms 
would  be  matched  by  adjacent  communities,  with  the  result  that  each 
municipality  would  enjoy  little  or  no  net  increase  in  firms  or 
businesses  and  would  incur  substantial  costs  (to  pay  for  the  fiscal 
incentive)  that  would  have  to  be  borne  by  local  residents  and  firms  or 
businesses  not  receiving  the  subsidy  or  tax  relief.  As  well,  such 
intermunicipal  competition  tends  to  lead  to  local  tax  prices  or  user 
fees  (for  services  consumed  or  environmental  damage  generated)  that 
are  less  than  the  marginal  social  opportunity  cost  of  resources 
consumed  by  these  businesses  or  firms.  Therefore,  it  is  quite  possible 
that  the  economic  waste  or  allocative  inefficiency  created  by  these 
policies  would  be  greater  than  currently  exists. 

The  weight  of  the  evidence  is  against  allowing  municipalities  the 
freedom  to  use  fiscal  incentives  to  attract  new  development.  The 
technique  has  been  tried  and  found  wanting.  At  the- same  time,  there 
is  no  solid  evidence  suggesting  that  current  practices  have  been  or  are 
effective  in  attracting  new  development. 

The  one  role  that  the  public  sector  should  play  is  that  of  supplying 
information  to  prospective  businesses.  As  might  be  expected, 
municipal  officials  argue  that  this  is  what  their  promotional 
literature  is  designed  to  do.  The  problem  with  the  current  practice, 
however,  is  that  there  is  no  effective  mechanism  for  preventing 
municipalities  from  oversupplying  and  distorting  this  information  in 
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an  attempt  to  outshine  a  competing  community.  One  appropriate 
mechanism  for  restricting  this  activity  would  be  to  require  the 
province  to  collect  this  information  (from  an  existing  municipal 
department)  in  a  consistent  and  uniform  manner  and  to  disseminate  it 
in  a  standardized  manner  to  all  requesting  businesses. 

Perhaps  the  most  effective  and  economically  efficient  policy  that 
local  governments  in  Ontario  could  pursue  to  expand  economic 
development  would  be  to  work  collectively  towards  a  restructuring  of 
the  nonresidential  property  tax  and  the  business  tax.  Current 
legislation  states  that  the  residential  mill  rate  for  general  purposes 
must  be  85  per  cent  of  the  commercial/industrial  mill  rate  (90  per  cent 
for  educational  purposes).  In  addition,  the  nonresidential  sector  pays 
a  business  tax.  As  a  result,  taxes  imposed  on  nonresidential  property 
are  certain  to  exceed  the  costs  of  services  supplied,  and  so  profits  are 
lower  than  they  would  otherwise  be.  A  more  efficient  policy  and  one 
that  could  assist  in  making  economic  development  more  profitable 
would  be  to  replace  the  current  nonresidential  tax  structure  with  one 
whose  rates  are  established  to  capture  only  the  costs  of  local  public 
services  consumed  and  the  environmental  damage  generated  by  the 
production  activity.  Alternatively,  current  nonresidential  property 
taxes  could  be  replaced  by  a  system  of  user  charges  designed  to  cover 
the  same  costs.  While  either  of  these  options  would  involve  higher 
taxes  on  residential  property,  it  would  be  allocatively  more  efficient  to 
charge  both  residential  and  nonresidential  property  for  the  services 
that  each  consumes.  As  well,  taxation  based  on  consumption  of 
services  would  provide  owners  of  residential  property  with  a  more 
accurate  reflection  of  the  cost  of  local  public  services,  and  given  that 
the  price  of  these  services  would  be  higher,  it  could  lead  to  a  reduction 
in  the  residential  demand  for  local  public  goods. 

In  essence,  the  simplest  and  most  obvious  conclusion  to  be  drawn 
from  this  analysis  is  that  there  is  no  truly  effective  role  that  local 
governments  can  play  in  fostering  economic  development  under 
current  policies  in  Ontario.  At  the  same  time,  the  available  evidence 
from  studies  conducted  in  the  United  States  suggests  that  there  is  no 
basis  for  believing  that  society’s  resources  could  be  allocated  more 
efficiently  if  local  governments  were  given  the  freedom  to  engage  in 
fiscal  incentive  programs  of  one  form  or  another.  To  the  extent  that 
government  economic  development  policies  can  assist  in  maximizing 
society’s  well-being  by  improving  resource  allocation,  such  policies 
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must  be  initiated  by  federal  or  provincial  governments,  whose 
objective  should  be  to  maximize  national  or  provincial  economic  well¬ 
being. 
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APPENDIX  A 

Municipalities  in  the  Ontario  Industrial  Development  Council’s  budget  and  salary 
survey,  1983 


Over  200,000  population 


100,001-200,000  population 


50,001-100,000  population 


25,001-50,000  population 


10,001-25,000  population 


Under  10,000  population 


City  of  Toronto 
Halton  Region 
London 

Ottawa/Carleton 
Windsor  Essex 

Brampton 

Kitchener 

Sarnia 

Sudbury 

Cambridge 

Goderich 

Haldimand/Norfolk  Region 
North  Bay 

Barrie 

Coburg 

Milton 

Orillia 

Stratford 

Woodstock 

Aurora 
Fort  Erie 
Huntsville 
Kirkland  Lake 
Nanticoke 
Owen  Sound 
Simcoe 

Bracebridge 

Ingersoll 

Renfrew 

Strathroy 


Durham  Region 

Hamilton/Wentworth 

Mississauga 

Toronto  Area  Industrial 
Board 

Kingston  Area 
St.  Catharines 
Simcoe  County 
Thunder  Bay 

Gloucester 
Guelph 
Niagara  Falls 
Sault  Ste.  Marie 

Belleville 
Cornwall 
Newmarket 
St.  Thomas 
Timmins 


Collingwood 

Georgina  Township 

Kenora 

Lindsay 

Orangeville 

Pembroke 

Tillsonburg 

Fort  Frances 
Port  Hope 
Smith  Falls 
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APPENDIX  B 

Municipalities  providing  information  for  the  empirical  analysis  in  this  study 


Municipality 

1981  population  (census  data) 

Aurora 

16,267 

Belleville 

34,881 

Brampton 

149,030 

Brantford 

74,315 

Cambridge 

77,183 

Chatham 

40,952 

Fort  Erie 

24,096 

Fort  Frances 

8,906 

Hamilton 

542,095 

Ingersoll 

8,494 

Kenora 

9,817 

Kirkland  Lake 

12,219 

Lindsay 

13,596 

London 

254,280 

Mississauga 

315,056 

North  Bay 

51,268 

Oakville 

75,773 

Orangeville 

13,740 

Orillia 

23,955 

Owen  Sound 

19,883 

Pembroke 

14,026 

Peterborough 

60,620 

Prescott 

4,670 

Renfrew 

8,283 

Sarnia 

50,892 

Scarborough 

443,353 

Simcoe 

14,326 

Smith  Falls 

8,831 

Stratford 

26,262 

St.  Catharines 

124,018 

Tillsonburg 

10,487 

Timmins 

46,114 

Trenton 

15,085 

Waterloo 

49,428 
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Notes 


1  For  a  more  thorough  and  extensive  discussion  of  the  role  of 
governments  in  industrial  development,  see  Watson  (1983). 

2  See  Oates  (1972,  chap.  1)  for  arguments  in  favour  of  this 
distribution  of  government  responsibilities. 

3  For  a  more  thorough  discussion  of  market  failure,  see  Boadway 
(1979,  chap.  2). 

4  Market  inefficiency  may  exist  when  the  producing  firm  is  selling 
its  output  at  a  price  that  exceeds  marginal  cost  (oligopolist, 
monopolist,  monopolistic  competition,  or  natural  monopolist).  In 
these  instances,  the  distortions  created  can  be  corrected  by 
regulation  of  prices  so  that  the  most  efficient  pricing  policy  is 
followed.  Because  local  governments  do  not  have  the  power  to 
regulate  prices  charged  by  these  producers  in  the  private  sector, 
local  governments  cannot  use  price  regulation  as  a  means  of 
promoting  economic  development. 

5  For  a  thorough  discussion  of  bureaucratic  and  political  behaviour, 
see  Niskanen  (1971). 

6  For  a  critical  review  of  various  fiscal  incentive  schemes  used  to 
foster  industrial  development,  see  Watson  (1983). 

7  For  a  discussion  of  retaliatory  protection  at  the  national  level,  see 
Watson  (1983,  84-7). 

8  For  a  discussion  of  maximizing  welfare  gains  when  distortions 
exist  elsewhere,  see  Lipsey  and  Lancaster  (1956-7). 

9  For  a  brief  description  and  nonanalytical  presentation  of 
municipal  strategies,  see  Bureau  of  Municipal  Research  (1982). 
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10  For  a  more  detailed  discussion  of  this  proposal,  see  Eggleton 
(1983). 

11  See  Memorandum  No.  355  re:  Community  Investment 

Corporation,  from  John  Morand,  Director  Economic  Development, 
to  Chairman  and  Members,  Economic  Development  Committee, 
20  April  1983. 

12  Information  on  special  projects  was  obtained  via  written  responses 
from  local  development  officials. 

13  Evidence  of  a  qualitative  nature  was  gathered  from  interviews 
with  local  development  officials,  civic  administrators,  and 
managers  of  Firms  seeking  a  municipality  in  which  to  locate. 

The  empirical  analysis  in  this  chapter  is  based  on  information 
gathered  from  interviews  and  promotional  material  provided  by 
the  municipalities  listed  in  Appendix  B. 

14  Interview  with  Mayor  Bob  Attersley,  Town  of  Whitby,  in 
McCormick,  (1983,  1).  See  also  Kitchen  (1978,  chap.  6).  Other 
reasons  include  the  desire  to  absorb  some  of  the  unemployed 
labour  force  and  the  wish  to  diversify  the  local  economic  base. 

15  See  Finnis  (1980)  and  Ballentine  and  Thirsk  (1980).  The  latter  is 
reproduced  in  Thirsk  (1982,  38). 

16  Clayton  suggested  that  his  results  indicated  the  need  for  a  form  of 
reverse  discrimination,  that  is,  lower  taxes  on  nonresidential  than 
on  residential  property. 

17  See  Brazer  (1961). 

18  For  arguments  in  favour  of  greater  use  of  user  charges  in  funding 
local  services,  see  Kitchen  (1984,  chap.  10)  and  Bird  (1976,  part  3). 

19  This  conclusion  ignores  the  argument  that  residential  property 
taxes  are  allocatively  inefficient.  If  this  is  true,  a  case  can  be 
made  for  using  residential  property  taxes  to  fund  property-related 
services  only.  People-related  services,  the  argument  continues, 
should  be  financed  from  taxes  that  are  imposed  directly  on  people, 
which  can  be  designed  on  ability-to-pay  criteria.  Funds  for  these 
services  may  come  in  the  form  of  grants  from  the  provincial 
government  or  through  municipal  access  to  income  tax  revenues. 
In  any  case,  it  is  beyond  the  scope  of  this  analysis  to  argue  for  a 
reform  of  the  entire  local  property  tax  system.  This  has  been  done 
in  numerous  other  studies,  including  Bossons  (1981),  Thirsk 
(1982),  and  Bird  and  Slack  (1978). 

20  See  Niskanen  (1971)  and  Mueller  (1979). 
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21  See  Borcherding  (1983,  129-30). 

22  For  a  more  detailed  discussion  of  the  'private  interest’  theory,  see 
Lyon  and  Trebilcock  (1982,  chap.  8). 

23  Although  cost-benefit  analyses  will  indicate  when  programs 
should  be  undertaken,  governments  frequently  make  decisions 
that  run  counter  to  the  results  of  such  studies.  For  a  discussion  of 
why  government  officials  do  this,  see  Hettich  (1983,  493-6). 

24  Accurate  data  on  benefits  and  costs  are  not  available  currently, 
but  this  information  could  be  collected  if  municipalities  were 
given  guidelines  for  collecting,  separating,  and  retaining  the 
appropriate  information. 

25  The  figure  of  70  to  80  per  cent  was  reported  in  Morand  (1982). 
The  figure  of  80  per  cent  was  also  cited  in  Bureau  of  Municipal 
Research  (1982,  2). 

26  See  the  summary  of  the  twenty-sixth  annual  conference  of  the 
Organization  of  Small  Urban  Municipalities  of  the  Association  of 
Municipalities  of  Ontario,  3-5  May  1979,  in  Municipal  World 
(1979b,  146-51). 

27  For  a  discussion  of  the  effectiveness  of  DREE  grants  in  influencing 
locational  decisions,  see  Chapter  5. 

28  There  is  at  least  one  author  in  the  US  who  seriously  questions 
whether  subsidies  from  state  governments  have  made  any 
difference  at  all  in  locational  decisions.  See  Jacobs  (1980). 

29  From  a  speech  by  William  P.  Buck,  President,  INDUCON 
Consultants  of  Canada,  reported  in  Municipal  World  (1979,  150). 

30  See  Leibenstein  (1966). 

31  See  Watson  (1983,  36)  for  a  similar  suggestion  for  controlling 
monopolies  of  a  different  nature  from  those  described  here. 

32  See  Municipal  World  (1979b). 

33  For  an  example,  see  McCormick’s  (1983)  article  on  the  town  of 
Whitby. 

34  Witness  any  number  of  local  newspaper  accounts  of  these  agency 
creations  and  appointments. 

35  For  an  excellent  summary  of  the  US  studies,  see  the  section  in  Due 
(1961)  on  pre-1960s  studies.  For  summaries  of  later  studies,  see 
Vaughan  (1977),  Schemenner  (1978),  Wasylenko  (1981),  and 
Oakland  (1978). 

36  Property  tax  exemptions  are  allowed  in  New  York  City,  for 
example,  for  new  construction  or  reconstruction  by  commercial 
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and  industrial  firms  conforming  to  a  certain  set  of  standards.  See 
Urban  Consortium  Information  Bulletin  (1980,  9-10). 

37  When  municipalities  that  zoned  out  firms  in  particular  industries 
were  excluded  from  the  empirical  studies,  local  property  tax 
differentials  were  found  to  be  statistically  significant 
determinants  of  location  within  metropolitan  areas  for  some  firms 
(manufacturing  and  wholesaling)  and  not  for  others  (construction, 
retail  trade,  finance,  and  services).  See  Fox  (1981)  and  Wasylenko 
(1980).  Fox’s  sample  included  Cleveland  and  surrounding  area; 
Wasylenko’s  included  Milwaukee. 

38  See  Due  (1961),  Vaughan  (1977),  Schemenner  (1978),  Oakland 
(1978),  Wasylenko  (1980,  1981),  and  Fox  (1981). 

39  See  Fox  (1981)  and  Wasylenko  (1980). 

40  Springate’s  results  are  summarized  in  Economic  Council  of 
Canada  (1977,  237-40). 

41  Summarized  in  Economic  Council  of  Canada  (1977). 

42  Summarized  in  Economic  Council  of  Canada  (1977). 

43  The  Economic  Council  of  Canada  compared  the  number  of 
electrical-product,  chemical-product,  and  furniture-and-fixture 
firms  born  in  the  Atlantic  Region  in  the  pre-DREE  period  (1962-8) 
with  the  number  of  such  firms  born  in  the  DREE  period  (1970-3). 
The  results  suggest  that  DREE  grants  were  significant  in  creating 
three  new  firms  in  the  electrical  product  industry  in  New 
Brunswick.  For  chemical  establishments,  DREE  grants  were 
ineffective;  that  is,  the  same  number  of  establishments  would 
have  existed  in  the  absence  of  DREE  subsidies.  For  furniture-and- 
fixture  establishments,  the  results  were  uncertain. 
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